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Presidential Documents

Title 3—

The President

Executive Order 12590 of MarchA 28, 1987
National Diug Policy Board
By the authority vested in me as President by the Constitution and the laws of

the United States of America, including sections 872, 873, 1111, 1112, 1113,
1114, 1202, and 1203 of title 21 of the United States Code, and in order to

coordinate the performance of all drug abuse policy functions of the Federal |

government, it is hereby ordered as follows:

Section 1. Establishment. (a) There is hereby established the National Drug
Policy Board (“the Board”). -

(b) The Board shall be composed of the following members:
(1) the Attorney General, who shall serve as Chairman;

(2) the Secretary of Health and Human Services, who shall serve as Vice
Chairman;

(3) the Secretary of State;

{4) the Secretary of the Treasury;

(5) the Secretary of Defense;

(6) the Secretary of the Interior;

{7) the Secretary of Agriculture;

(8) the Secretary of Labor; ‘

(9) the Secretary of Housing and Urban Development;

(10) the Secretary of Transportation;

(11) the Secretary of Energy;-

(12) the Secretary of Education; _

(13) the Director of the Office of Management and Budget;

(14) the Assistant to the President for National Security Affairs;
(15) the Director of Central Intelligence;

(16) the Chief of Staff to the Vice President;

(17) the Director of the White House Drug Abuse Policy Offlce. and
(18) such other members as the President may, from time to time, designate.

Sec. 2. Functions. (a) The Board shall facilitate the development and coordina-
tion of national drug policy and shall coordinate activities of Executive
departments and agencies to reduce the supply and use of illegal drugs,
including international activities, enforcement, prevention and education,
treatment and rehabilitation, and research relating to illegal drugs.

(b} In furtherance of its responsibilities, the Board shall:

(1) review, evaluate and develop United States Goverriment policy, strategy
and resources with respect to illegal drug law enforcement, prevention and
education, treatment and rehabilitation, and research efforts, including budg-
etary priorities and national plans and strategies;
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'[2) facilitate coordination of efforts of all Executive departments and agencies

to halt national and mtematlonal trafficking of illegal drugs and to reduce
drug abuse;

(3) coordinate the collection and evaluation of information necessary to
implement United States policy with respect to illegal drug law enforcement
and to the reduction of drug abuse; and

(4) provide policy guxdance to the agencies and facilitate resolution of differ-
ences in this area concemmg interagency activities and other matters affect-
ing two or more agencies.

(c) In order to help coordinate the activities of Executive departments and
agencies with responsibility for drug law enforcement and drug abuse reduc-
tion, and to supervise implementation of the determinations of the Board, the
Chairman shall: .

(1) advise the Board in matters concerning its resppnsiBilities:

{2) make recommendations to the Board for the coordination of drug enforce-
ment and drug abuse reduction activities;

(3) correlate and evaluate intelligence and other information to support the
activities of the Board;

(4) act as primary advisor to the President and the Congress on national and
international programs and policies and the 1mplementat10n of those policies;
and

(5) perform such other duties as the President may direct.

'~ (d) The Board shall carry out all duties and responsibilities of the National

Drug Enforcement Policy Board, as set forth in Chapter XIII (The National
Narcotics Act) of Title II of Public Law 98-473. )

(e]'Nothing in this Order shall be deemed to affect the authorities or responsi-
b}illitiesf of the Office of Management and Budget, or any Office or official
thereof.

Sec. 3. Coordinating Groups. The Board shall establish a Drug Enforcement

Coordinating Group and a Drug Abuse Prevention and Health Coordinating
Group. The membership and chairman of each Coordinating Group shall be
designated by the Chairman of the Board.

Sec. 4. Conforming Amendments. (a) Section 1 of Executxve Order No. 12368 is
amended to provide as follows:

“The Office of Policy' Development has been assigned to assist the President
and the National Drug Policy Board in the performance of the drug policy
functions contained in Section 201 of Title II of the Drug Abuse Prevention,
Treatment, and Rehabilitation. Act, as amended (21 U.S.C. 1111). Within the
Office of Policy Development, the Director of the Drug Abuse Policy Office:
shall be primarily responsible for assisting the President and the Board in the
performance of those functions.”

(b} Section 2 of Executive Order No. 12368 is amended by deleting “Director of
the Drug Abuse Policy Office” and inserting in lieu thereof “National Drug
Policy Board" and by deleting “he” and inserting in lieu thereof “the National
Drug Policy Board.” '

THE WHITE HOUSE, . ‘ K

March 26, 1987.
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OFFICE OF PERSONNEL
MANAGEMENT

5 CFR Part 351

Reduction-in-Force

AGENcY: Office of Personnel
Management. '

ACTION: Final regulations.

summaRy: The Office of Personnel
Management (OPM] is issuing final
transfer of function regulations that
revise certain procedures agencies use
to identify employees with a transferring
function in situations when, after the
function istransferred from one
competitive area to another, the
remaining functions in the losing
competiitive area are abolished. These
changes will assist agencies in properly
implementing the transfer of function
provisions during “sunset” or
comparable situations.

EFFECTIVE DATE: These regulations
become effective on April 29, 1987,

FOR FURTHER INFORMATION CONTACT:
Donald L. Holum, (202) 632-6817.
SUPPLEMENTARY INFORMATION:

Background

The transfer of function provisions
found in Subpart C of Part 351 of this
title are derived from section 12 of the
Veterans' Preference Act of 1944, as
presently codified in 5 U.S.C. 3503,
Section 351.203 defines a “transfer of
function” as the transfer of the ’
performance of a continuing function |
from one competitive area to one or
more other competitive areas (except
when the transferring function is
virtually identical to functions
performed in the gaining competitive
area(s) at the time of transfer), or the
movement of the competitive area in
which the function is performed to
another local commuting area. OPM's
regulatinns in Subpart C of Part 351 of

this title explain when the transfer of
function provisions are applicable, when
employees have the right to transfer
with a function, and how agencies
identify employees with a transferring
function. For further information on the
transfer of function regulations, refer to
Subpchapter 10 of Federal Personnel
Manual (FPM) Chapter 351. .
On June 11, 1986, OPM published
proposed regulations in the Federal
Register (51 FR 21177) that would -
change certain identification procedures
applicable to employees who spend less
than half their work time on a
transferring function and whose grade is
not controlled by the. duties of the
function. The regulations also proposed

. to clarify longstanding OPM policy on

employees who decline to transfer with

their function, or who wish to volunteer

for transfer. :
Discussion of Comments

OPM requested interested parties to
submit comments on the proposed
transfer of function regulations through .
August 11, 1986. We received twelve
comments concerning the proposed

- -regulations: ten from agencies, one from

a unjon, and one from an individual.
Several comments dealt with more than
one issue, B ] '

Six agencies and the union concurred
with the proposed changes as published.

One agency suggested that OPM
modify the transfer of function
regulations to provide that the losing
competitive area must identify only the
number of positions needed to perform
the function in the gaining competitive
area. We believe that this suggestion to
limit the number of positions identified
for transfer based on the requirements
of the gaining competitive area would

- conflict with 5 U.S.C. 3503. Therefore,

we did not adopt the suggestion;

Two agencies suggested that OPM
revise proposed § 351.302(d) to provide
that the agency “may”’ rather than
“must” use adverse action procedures to
separate employees who choose not to
transfer with their function. Both
agencies believed that the proposed
§ 351.302(d) would establish a policy
requiring agencies to always separate
employees who decline to transfer. This
was not our intention; instead, we

. simply wanted to clafify that an agency

would use adverse action rather than
reduction-in-force procedures to
separate an employee who chooses not

to transfer with his or her function
uniess the losing competitive area, at its
discretion, permits the employee to
compete in a concurrent reduction-in-
force. In the final regulations we have
revised § 351.302(d} as the two agencies
suggested to explain that the agency
ordinarily uses adverse action rather
than reduction-in-force procedures if, in
fact, it decides to separate the employee.
One agency commented that
§ 351.303(c) provides that a competing
employee is identified under
Identification Method One if “the

" employee performs the function during
. all or a major part of his or her work

time,” while § 351.303(d) provides that
“Identification Method Two is
applicable to employees who perform
the function during less than half of
their work time and are otherwise not
covered by Method One.” {ltalicized for
emphasis.) For consistency, the agency
suggests that both references be based

" upon 50 percent of the employeé's work
" time. Although the language in both

§§ 351.303(c)(1) and 351.303(d] is
longstanding and has never been an
issue, we agree with the agency’s
suggestion that the transfer of function
regulations should be consistent. To
adopt the agency's suggestion, we have
revised the final § 351.303(c}(1}-t0
provide that a competing employee is
identified under Identification Method

‘ One if “The employee performs the

function during at least half of his or her
work time.”

One agency suggested that
§ 351.303(d) be revised to provide for
specific timeframes that agencies would
follow.in determining whether to
identify competing employees under
Identification Method Two in the actual
or the inverse order of their retention
standing. For reference, OPM's
longstanding transfer of function
procedures required agencies to identify
employees with a transferring function
under Method Two in the inverse order
of their retention standing. This
procedure permitted employees with

“higher retention standing to remain in

their present competitive area, which is .
generally a preferable alternative to
transfer. However, if the remaining
functions in the losing competitive area
are abolished after the function is
tranferred (as in a “sunset” or
comparable situation), the longstanding
Method Two procedure would identify
those employees with the lowest rather -
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than the highest standing for transfer to

continuing positions in the gaining

competitive area. In this situation the

agency would be required to request a

variation from OPM to identify

employees under Method Two in the
actual order of their retention standing.

Our revised §351.303(d) eliminates the

need for OPM variations on a case-by-

case basis by giving this authority
directly to each agency. Specifically, the
revised § 351.303(d) adds that if the

" inverse retention standing procedures
would result in the separationor -
demotion by reduction-in-force at the
losing competitive area of an employee
with higher retention standing who is
also identified with the function under
Method Two, the losing competitive
area identifies competing employees for
transfer in the actual order of their
retention standing. Based upon our
experience with requests from agencies
for Method Two variations, we do not .
believe that it would be feasible to set
forth more specific instructions in
§ 351.303(d). Therefore, we did not adopt
this suggestion.

One agency suggested that OPM

provide guidance on Identification

Method Two explaining how under
§ 351.303(d) agencies actually determine
whether an employee preforms a
transferring function during less than
half of his or her work time. Although
the agency's suggestion focused upon
the procedures in § 351.303(d) covering
Method Two, it is also directed at -
§ 351.303(c)(1), which provides that
Identification Method One is applicable
to a competing employee who performs
the functions during at least half of his
or her work time. Agencies generally .

. rely upon official position descriptions
in identifying positions, and ultimately
employees, for transfer with a
continuing function. However, we agree
that at this time our FPM guidance
should contain material explaining how
agencies consider actual work time in

_making a transfer of function
determination. Therefore, we plan to
adopt the agency’s suggestion and
include guidance on employee work
time when we incorporate these final
transfer of function regulations into
Subchapter 10 of FPM Chapter 351,

One agency and the individual
suggested changes to proposed :

- §351.303(e}(2), which provides that if the
agency asks for volunteers to transfer
with the function and the total number.
of volunteers exceeds.the number of
employees needed to perform the
function in the gaining competitive area,
the losing competitive area may give
preference to the volunteers with the
highest retention standing. For

reference, § 351.303(e)(1) provides that
the losing competitive area may permit
these other employees to volunteer only
if no competing employee who is
properly identified for transfer is
separated or demoted because another
employee volunteered for transfer to the
gaining competitive area. The individual
commenter suggested that § 351.303(e}(2)
be revised to provnde that the losing
competitive area “must" give preference
to employees with the highest retention
standing; the commenter believes that
this would ensure consistency in
deciding which volunteer is transferred.
We did not adopt this suggestion

‘because the intention of § 351.303(e){2)
- is to give the losing competitive area

discretion in selecting volunteers to
transfer with a function; retention
standing is simply one optional
procedure to limit consideration of
volunteers for transfer. Consistent with
the importance of flexibility in
identifying volunteers for transfer, the
agency suggested that we revise

§ 351.303{e)(2) to provide that “the losing
competitive area may give preference to
the volunteers with the highest retention
standing or make selections based on
other appropriate criteria.” (Added
language italicized.) We concur that this
language would be useful and have
adopted the agency's suggestion in the
final § 351.303(e)(2).

E.O. 12291, Federal Regulation

I have determmed that this is not a
major rule as defined under section 1{b)
of E.O. 12281, Federal Regulation.
Regulatory Flexibility Act

I certify that this regulation will not
have a significant economic impact on &
substantial number of small entities
because the regulatxon applies only to
Federal agencies.

List of Subjects in 5 CFR Part 351

Administrative practice and
procedures, Government employees.

U.8. Office of Personnel Management.
Constance Homner,
Director.

Accordingly, OPM amends 5 CFR Part
351 as follows: '

PART 351—REDUCTION IN FORCE

1. The authority citation for Part 351 is
revised to read as follows:

Authority: 5 U.S.C. 1302, 3502, 3503;

§ 351.1006 also issued under 5 U.S.C. 3315,

2. Subpart C of Part 351 is revxsed to
read as follows:

" Subpart C—Transfer of Function -

Sec. |

351.301 Applicability.

351.302 Transfer of employees.

351.303 Identification of positions with a
transferring function.

Subpart C—Transfer of Function

§351.301 Applicability.

This subpart is applicable when the
work of one or more employees is
moved from one competitive area to

. another as a transfer of function

regardless of whether or not the
movement is made under authority of a
statute, Executive order, reorganization
plan, or other authority.

§351.302 Transfer of employees. |

(a) Before a reduction in force is made
in connection with the transfer of any or
all of the functions of a competitive area
to another continuing competmve area,
each competing employee in a position
identified with the transferring function
or functions shall be transferred to the
continuing competitive area without any
change in the tenure of his or her
employment.

(b) An employee whose position is
transferred under this subpart solely for
liquidation, and who is not identified
with an operating function specifically

. authorized at the time of transfer to

¢ontinue in operation more than 60 days,
is not a competing employee for other
positions in the competitive area gaining

- the function.

(c) Regardless of an employee’s
personal preference, an employee has
no right to transfer with his or her

. function, unless the alternative in the.

competitive area losing the function is
separation or demotion.
(d} Except as permitted in paragraph

‘(e) of this section, the losing competitive

area must use the adverse action
procedures found in 5 CFR Part 752 if it
chooses to separate an employee who
declines to transfer with his or her
function.

(e} The losing competltwe area may,
at its discretion, include employees who,

- decline to transfer with their function as

part of a concurrent reduction in force.

§ 351. 303 ldentmcauon of posltions with a
transferring function. .

(a) The competitive area losmg the
function is responsible for identifying
the positions of competing employees
with the transferring function. Two
methods are provided to identify
employees with the transferring
function: :

(1) Identification Method One; and

(2) Identification Method Two."
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{b) Identification Method One must be

used to identify each position to which it

is applicable. Identification Method Two
is used only to identify positions to’
which Identification Method One is not
applicable.

(c) Under Identification Method One,
a competing employee is identified with
a transferring function if—

(1) The employee performs the
function during at least half of his or her
work time; or

(2) Regardless of the amount of time
the employee performs the function
during his or her work time, the function
performed by the employee includes the
duties controlling his or her grade or
rate of pay.

{d} Identification Method Two is
applicable to employees who perform
the function during less than half of their
work time and are not otherwise i
covered by ldentification Method One,
Under Identification Method Two, the
losing competitive area must identify the
number of positions it needed to perform
the transferring function. To determine
which employees are identified for
transfer, the losing competitive area
must establish a retention registerin
accordance with this part that includes
the name of each competing employee
who performed the function. Competing
employees listed on the retention '
register are identified for transfer in the
inverse order of their retention standing.
If for any retention register this
procedure would result in the separadtion
or demotion by reduction in force at the
losing competitive area of any employee
with higher retention standing, the
losing competitive area must identify
competing employees on that register for
transfer in the order of their retentwn
standing:

{e}(1) The competitive area losmg the

function may permit other employees to
volunteer for transfer with the function
in place of employees identified under
Identification Method One or
Identification Method Two. However,
the competitive area may permit these
other employees to volunteer for -

transfer only if no competing employee

who is identified for transfer under
Identification Method One or
Identification Method Two is separated
or demoted solely because a volunteer
transferred in place of him or her to the
competitive area that i is gammg the
function.

(2) If the total numbervof employees

who volunteer for transfer exceeds the .

total number of employees required to -
perform the function in the competitive -
area that is gaining the function, the - .
losing competitive area may give
preference to the volunteers with the
highest retention standing, or make

selections based on other appropmate
criteria.

[FR Doc. 87-6898 Filed 3-27—87. 8 45 am]
BILLING CODE 6325-01-M

5CFR Part 831

Retirement—Survivor Benefits

AGENCY: Office of Personnel
Management.

ACTION: Interim regulations wnth request
for comments.

SUMMARY: The Office of Personnel

Management (OPM) is issning

regulations to implement section 502 of
the Federal Employees Retirement
System Technical Corrections Act of
1986 (FERSTCA). These regulations will
give survivors of employees or Members
who die in service without waiving
military retired pay for civil service
retirement purposes credit for the
military service in the computation of
their survivor benefits unless they elect
to have the service excluded.

DATES: Interim regulations effective
March 30, 1987; comments must-be
received on or before May 29, 1987,
ADDRESS: Send written comments to
Reginald M. Jones, Jr., Assistant Director
for Retirement and Insurance Policy,

Retirement and Insurance Group, Office
of Personnel Management, P.O. Box 57, -

Washington, DC 20044, or delivery to
OPM, Room 4351, 1900 E Street, NW.,
Washington, DC

Send applications for military service
credit for employees and Members who
die in service prior to April 25, 1987, to
Pub. L. 99-556 Coordinator, Employee
Service and Records Center, Boyers, PA
16017.
FOR FURTHER INFORMATION. CONTACT:
Patricia A. Rochester, (202) 632-4682.
SUPPLEMENTARY INFORMATION: On
October 27, 19886, section 502 of Pub. L.
99-556 amended section 8332(c) of title 5
United States Code by adding a new
paragraph (3). This provision gives the .
survivor of an employee or Member .
credit for military service that would
normally have been excluded from the
computation of the survivor annuity
because the employee or Member did
not waive his or her military retired pay
prior to death. (Ordinarily, an individual
must waive military retired pay for civil
service retirement purposes to receive
credit for a period of military service in
the computation of his or her annuity. .
However, there are exceptions when the
retired pay was awarded based on'a
service-connected disability incurred in
combat with an enemy of the United
States or caused by an instrumentality -

of war &nd incurred in the line of duty
during a period.of war as defined by
section 301 of title 38 of the United
States Code; or the retired pay was
awarded under chapter 67 of title 10,
United States Code.)

Pub. L. 99-556 now requires that the
survivor be given credit for such military
service unless he or she elects not to be
covered by the provisions of 5 U.S.C.
8332(c})(3) (see § 831.301(d)(1)). Under
§ 831.301(d)(2) of these interim
regulations, if the military service is
included in the computation of the
survivor annuity, OPM must reduce the
annuity "by the amount of any
survivor's benefits payable to a survivor
(other than a child) under a retirement
system for members of the uniformed
services.” For purposes of these
regulations, “survivors benefits under &
retirement system for members of the
uniformed services” means survivor ©
benefits payable based on the
decedent's retired or retainer pay.

OPM will include credit for mlhtary
service in the computation of a
survivor's annuity unless the survivor
submits a written election not to be
covered by section 8332(c)(3). The
election must be postmarked within the
period ending 30 calendar days after the
date of the first regular monthly annuity
payment, A surviving spouse anda - -
former spouse may make contrary
elections in any individual case.

Under sections 553(b)(3)(B) and
553(d)(3) of title 5, United States Code, |
find that good cause exists for waiving
the general notice of proposed
rulemaking and for making these
amendments effective in less than 30
days. The provisions [section 502 of Pub.
L. 99-556) pertaining to employees or
Members who die before April 25, 1987,
require that the survivor apply to OPM ~
for the additional service credit and the
commencing date of the increased
benefit, if any, is dependent upon the
date of application. It is necessary to
make these amendments effective
immediately to avoid harming these
apphcants

E.O. 12291, Federal- Regulatmn

T have determmed that thisisnota
major rule as defined under section 1(b)
of E.O. 12291, Federal Regulation.

Regulatory Flexibility Act

I certify that these regulations will not
have a significant economic impacton a
substantial number of small entities
because the regulations will only affect
retirement payments to spouses and
former spouses of Government
employees or Members who die in
service.



10026

Federal Register / Vol. 52, No. 60 / Monday, March 30, 1987 / Rules and Regulations

List of Subjects in 5 CFR Part 831

Administrative practice and- - .
procedure, Claims, Disability benefits,
Firefighters, Government employees,
Income tax, Intergovernmental relations,
Law enforcement officers, Pensions,
Retirement.

- U.8. Office of Personnel Management.
James E. Colvard,
Deputy Director.

PART 831—RETIREMENT

Accordingly, OPM is amendinés CFR
Part 831 as follows: )

Subpart C—~Credit for Service

1. The authority citation for Subpart C
of Part 831 continues to read as follows:

Authority: 5 U.S.C. 8347,

2. In § 831.301, a new paragxaph (d} is
. added to read as follows: -~ |

* * * * *

§831.301 Military se,rvu'ze.
* T® * * *

(d) Wzdow(er}s and former spouses
éntitled to survivor benefzts based on
the service of employees or Members
who die In sérvicée—{1) M:Iltary servzce
is inclided unless the survivor elects .
otherwise. Unless a widowf{er) or former
spouse of an employee or Member who
dies before being separated from service
files a written election to the contrary,
his or her survivor annuity will include
credit for a period of military service
that would ordinarily be excluded from
the computation of the employee's or
Member's annuity under 5 Us.C.
8332(c})(2).

‘(2) Reduction by the amount of
survivor benefits payable based on the
military service. (i} In paragraph -~
{d)(2)(ii} of this section, “survivor
benefits under a retirement system for
members of the uniform services” means
survivor benefits attributable to a period
of military service and payable to an
adult applicant for CSRS survivor
benefits based on the decedent’s retired
or retainer pay.

{ii) OPM will obtain information on
the amount of any survivor benefits
under a retirement system for members
of the uniformed services payable (per
month) to an applicant for CSRS
survivor or former spouse benefits at the
time of the employee’s or Member's
death. OPM will make a one time
adjustment in the applicant’s monthly
CSRS benefits payable at the time of the
employee’s or Member’s death, reducing
the CSRS benefits by the amount of the
applicant’s monthly survivor benefits
under a retirement system for members
of the uniformed services payable at the

time of the employee’s or Member's
death, if any. We will not make
subsequent ad;ustments for increases or
decreases in survivor benefits payable
under the retirement system for
members of the uniformed services.

(3) Survivors of employees or
Members who'die on or after April 25,
1987—election not to be included. OPM
will accept a written election from a
widow(er] or former spouse not to be -
covered by'§ 831.301(d) provided it is
postmarked within the period ending 30
calendar days after the date of the first
regular monthly payment.

(4) Survivors of employees or
Members who die before April 25,
1987—application of OPM for credit.
Survivors of employees or Members
who died before April 25, 1987, must
apply to'OPM in writing to have credit
for military service included in the
survivor annuity computation. If the
survivor benefits are increased by .
including credit for the military service,
the iricrease in benefits will be effective
on the first of the month following the
60th calendar day after the date the -
written apphcatmn for beneﬁts is -~

'recelved in OPM.

[FR Doc. 87~6897 Flled 3—27—87 8 45 am}
BILLING CODE 8325-01-"

DEPARTMENT OF AGRICULTURE
Agricultural Marketing Service
7 CFR Part 905

Oranges, Grapetrult Tangerines, and
Tangelos Grown In Fiorida Handling
Requirements for Pink Seedtess

- Grapefruit

AGENCY: Agricultural Marketmg Service,
USDA. ,

ACTION: Final rule,

SUMMARY: This final rule relaxes for the
remainder of the 1986-87 season the
minimum size requirement for Florida
and imported pink seedless grapefruit
from size 48 (3% inches in diameter) fo
size 56 (3% ¢’inches in diameter}. The.
Florida grapefruit minimum size
requirement applies to grapefruit grown

.in the production area in Florida

shipped to the fresh domestic market
(the continental United States, Canada,
or Mexico). The relaxation of the .
minimum size requirement for Florida .
grapefruit recognizes the size
composition of the remaining available
grapefruit supply and the current and

_prospective demand conditions. The

import regulation is applicable to pink
seedless grapefruit imported into the

United States, and is required under § 8e

of the Act. ©
EFFECTIVE DATE: March 30 1987

FOR FURTHER INFORMATION CONTACT:
Ronald L. Cioffi, Chief, Marketing Order
Administration Branch, F&V, AMS,
USDA, Washington, DC 20250;
telephone: (202) 447-5697. -
SUPPLEMENTARY INFORMATION: This -
final rule has been reviewed under
Executive Order 12291 and
Departmental Regulation 1512-1 and has
been determined to be a “non-major”

‘rule under the criteria contained therein.

Pursuant to requirements set forthin -
the Regulatory Flexibility Act (RFA}, the
Administrator of the Agricultural
Marketing Service (AMS) has
determined that this action will not have
a significant economic impact on a
substantial number of small entities.

The purpose of the RFA is to fit
regulatory actions to the scale of
business subject'to such actions in order
that small businesses will not be unduly
or disproportionately burdened. -
Marketing orders issued pursuant to the
Agricultural Marketing Agreement Act
of 1937, as amended (the Act, 7 U.S.C.
601 through 674), and rules promulgated
thereunder, are unique in that they are
brought about through group action of
essentially small entities acting on their
own behalf, Thus, both statues have

~ .small entity orientation and

compatibility.
There are an estlmated 100 handlers

_ of Florida oranges, grapefruit, .
tangerines, and tangelos subject to

regulation under the marketing order for
these citrus fruits grown in Florida, and
an estimated 26 importers who import
grapefruit into the United States. In
addition, there are approximately 15,000
producers of these citrus fruits in
Florida. Small agricultural producers
have been defined by the Small
Business Administration (13 CFR 121.2}
as those having annual gross revenues
for the last three years of less than
$100,000, and agricultural service firms
are defined as those whose.gross annual
receipts are less than $3,500,000. The
majority of the handlers, importers, and
producers may be classified as small
entities.

Pursuant to the requirements set forth
in the RFA, the Administrator of the
Agricultural Marketing Service has
considered the economic impact on
small entities. This final rule relaxes for
the remainder of this season the
minimum size requiremeut for Florida
pink seedleés grapefruit shipped from
the production area to domestic
markets, and for pink seedless grapefruit
imported into the United States. The
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relaxation of the minimum size
requirement for domestic shipments of
Florida pink seedless grapefruit will
help ensure that minimum size
requirements do no unduly restrict the
available supply of such fruit, and
should make additional supplies of fruit
available to consumers. The relaxation
of the current size requirement from size
48 to size 56 is only for the remainder of
the 1986-87 season. The resumption of
the 48 size requirement for 1987-88
season shipments of pink seedless
grapefruit commencing August 24, 1987,
is based upon the maturity, size, quality
and flavor characteristics of such
grapefruit early in the shipping season.

Some Florida grapefruit shipments are
exempt froni the minimum grade and’
size requirements effective under the
marketing order. Handlers may ship up
to 15 standard packed cartons (12
bushels) of fruit per day undera °
minimum quantity exemption provision.
‘Also, handlers may ship up to 2
standard packed cartons of fruit per day
in gift packages which are individually
addressed and not for resale under the
current exemption provisions. Fruit
shipped for animal feed is also exempt
under specific conditions. In addition,
fruit shipped to commercial processors
for conversion into canned or frozen

products or into a beverage base are not |

subject to the handling requirements. .

The Department's view is that the
impact of the relaxed handling :
requirements upon producers, handlers,
and importers would be beneficidl, and
that this action should improve returns
to grapefruit producers. The application
. of minimum grade and size requirements
to Florida oranges, grapefruit,
tangerines, and tangelos, and to
imported grapefruit over the past several
- years have helped to assure that only
fruit of acceptable quality and size are
shipped to fresh markets. Although
compliance with the minimum grade and
size requirements effective under this
order affects costs to handlers and
importers, these costs would be
significantly offset when compared to
_ the potential benefits of assuring the
trade and consumers that the fruit is of
acceptable quality and size. )

This final rule is issued under the
marketing agreement and Order No. 805
(7 CFR Part 905), both as amended,
regulating the handling of oranges,
grapefruit, tangerines, and tangelos
grown in Florida. The agreement and_
order are effective under the Act. This
action was recommended by the Citrus
Administrative Committee at its ’
February 24, 1987 meeting. The
committee works with USDA in

administering the marketing agreement
and order program.

The handling regulation for Florida
citrus fruit covered under this market
order, including pink seedless grapefruit,
is specified in § 905.306 Florida Orange,
Grapefruit, Tangerine, and Tangelo
Regulation 6 (46 FR 60170, December 8,
1981). This regulation was issued on a
continuing basis subject to modification,
suspension, or termination upon

recommendation by the committee and

approval by the Secretary. Section
905.306(a) provides that no handler shall
ship between the production area and
any point outside that area in the
continental United States, Canada, or
Mexico, specified varieties of oranges,
grapefruit, tangerines and tangelos-
unless such varieties meet specified
minimum grade and size requirements.
‘The committee meets prior to and
during each season to consider
recommendations for modification,
suspension, or termination of the
regulatory requirements for Florida - -
oranges, grapefruit, tangerines, and i
tangelos. Committee ineetings are open .
to the public and interested persons may
express their views at these meetings. .
The Department reviews committee
recommendations and information

. submitted by the committee and other

available information, and determines
whether modification, suspension,.or
termination of the regulatory '
requirements would tend to effectuate
the declared policy of the Act.

The final rule permits fresh domestic
market shipment of size 56 (3% inches
in diameter) pink seedless grapefruit for
the remainder of 1986-87 season on or
after the effective date of this rule.
Shipment of Florida pink seedless . -
grapefruit smaller than size 48 (3%
inches in diameter] to such markets has
not been permitted this season since
August 18, 1986, so that such fruit would

be left on the trees longer to mature and . .
develop acceptable flavor and size. The

committee recommended that the
relaxation of the minimum size

" requirement from size 48 to size 56 be
effective for the period March 23, 1987,

through August 23, 1987. This action
reflects the committee’s and the

Department’s appraisal of the need to

relax the minimum size requirement for-
such period, and recognizes the current
supply and demand for pink seedless -
grapefruit.

Total Florida pink seedless grapefruit
production is expected to increase over
last season’s level by 9 percent and
fresh shipments, which are ahead of last
season's pace, are also expected to
increase.

Section 8e of the Act {7 U.S.C. 608e-1
provides that whenever specified
commodities, including grapefruit, are
regulated under a Federal marketing
order, imports of that commodity are
prohibited unless they meet the same or
comparable grade, size, quality, or
maturity requirements as those in effect
for the domestically produced -
commodity. Since this action relaxes the
minimum size requirement for
domestically produced pink seedless
grapefruit, this change would also be
applicable to imported pink seedless
grapefruit. .

Grapefruit import requirements are-

- specified in § 944.106 (7 CFR Part 944)

which requires that the various varieties
of imported grapefruit meet the same
grade and size requirements as those
specified for Florida grapefruit in Table
1 of paragraph (a) in § 905.306. An '
exemption provision in the grapefruit
import regulation permits persons to
import up to 10 standard packed 4/5
bushel cartons exempt from the import
requirements.

After consideration of the-information
and recommendation submitted by the
committee, and other available
information, it is found that amendment
of § 905.306 will tend to effectuate the
declared policy of the Act.

Pursuant to 5 U.S.C. 553, it is hereby
found.that it is impracticable, "

. unnecessary, and contrary to the public

interest to give preliminary notice and to
engage in public rulemaking with - :
respect to this action, and that good
cause exists for not postponing the

" effective date of this action until 30 days

after publication in the Federal Register
because: (1) This action relaxes o
restrictions on the handling of Florida
pink seedless grapefruit by permitting of
grapefruit of a smaller size to be shipped
to fresh markets, and this action should
become effective upon publication in the
Federal Register; (2) handlers of Florida
pink seedless grapefruit are aware of
this action which was recommended by
the committee at-a public meeting, and .
they will need no additional time to

“comply with the requirements; (3}

shipment of the 1986-87 season Florida
grapefruit crop is currently underway;
and (4] the grapefruit import
requirements are mandatory under
section 8e of the Act.

List of Subjects in 7 CFR Part 905'

Marketing agreements and orders,
Florida, Grapefruit, Oranges, Tangelos,
Tangerines, - ’

For the reasons set forth in the
preamble, Part 905 is amended as -
follows:
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'PART 905—[AMENDED]
1. The authority citation for 7 CFR
Part 905 continues to read as follows:

Authority: Secs. 1-19, 48 Stat. 31, as
amended; 7 U.S.C. 601-674.

2. The provisions of § 905.306 (46 FR
60170, December 8, 1981) are amended

by revising the following entry in Table I

of paragraph (a), applicable to domestic
shipments, to read as follows:

§905.306 Orange, Grapefruit, Tangerine,
and.Tangelo Regulation 6, Amendment 43

(ali * %

TABLE |

Varisty (1) Reguiation period (2)

Y

diameter

(inches)
@)

Minimum grade (3}

* * * March 30, 1987 -

Grapefruit: Seedless, pink ........ M <L T TR < Tt —

L] .

On & aftor 0B/24/87 ...cvecrvmsmmmass

.

e
3%e

Improved No. 2 (External) U.S. No. 1 (Intemal)......
improved No. 2.(Extemal) U.S. No. 1 {Intemal)...... .

* * * * *

Dated: March 24, 1987,

William J. Doyle, .
Associate Deputy Director, Fruit and
Vegetable Division, Agricultural Marketing
Service. )

[FR Doc. 87-6944 Filed 3-27-87; 8:45 am]
BILLING CODE 3410-02-M '

Food Safety and Inspection Service

9 CFR Parts 303 and 381
[Docket No. 87-0021]

Experimentation With Procedures for
 Determining the Intensity of
Inspection Coverage in Processing
Establishments; Waivers of Provisions
of the Regulations

AGENCY: Food Safety and Inspection
Service (FSIS), USDA.

ACTION: Interim final rule with reﬁuest
for comments.

SUMMARY: The Administrator, FSIS is
-initiating a period of experimentation as
the first step in changing the Federal
inspection system in establishments that
prepare meat food products and/or
process poultry products beyond
slaughter and evisceration to a
“discretionary inspection” (DI} system;
that is, one in which the frequency and
the manner-of government inspection’
are based on congiderations relevant to
effective regulation of such products and
protection of the public health and
welfare, in accord with recent
- amendments to the Federal Meat
Inspection Act (FMIA].

The object of this experimentation is
to determine whether and, if so, to what
extent the intensity of Federal
inspection of meat and poultry products
exceeds that which is necessary. During

the period of experimentation, the level
of Federal inspection may be reduced at
some official establishments below the
level required by current law. To the
extent these reductions conflict with
current provisions of the regulations, the
Administrator plans to waive such
provisions for the period of
experimentation.

FSIS will consider relevant data,
views, and arguments that are submitted
during the next 30 days, and it will '
review the comments submitted and
publish a final rule, indicating what, if
any, changes it is making to this interim

. rule. In any event, during the period of

experimentation, guidelines developed
for use in making the determinations
called for by these provisions may be
modified if found to be infeasible or to
improve effectiveness in assessing
establishments or designing inspection
coverage,

After this experimental step is
completed, FSIS will propose new
regulations that will fully implement its
DI system. Interested members of the
public will have an opportunity to
comment on the design of the proposed
DI system and specific proposed -
regulatory changes at that time.

DATES: Comments must be received on
or before April 29, 1987, Effective March
30, 1987. : ’

ADDRESSES: Written comments to:
Policy Office, Attn: Linda Carey, FSIS
Hearing Clerk, Food Safety and
Inspection Service, U.S. Department of
Agriculture, Washington, DC 20250. Oral
comments on the amendments to the
poultry products inspection regulations
to: Judith A. Segal, Director, Policy and
Planning Staff, Food Safety and
Inspection Service, U.S. Depariment of
Agriculture, Washington, DC 20250,
(202) 447-6525. {See also “Comments”

. under Supplementary Information.)

FOR FURTHER INFORMATION CONTACT:

Judith A. Segal, (202) 447-8525.

SUPPLEMENTARY INFORMATION:

Executive Order 12201 and Effect on
Small Entities '

The Administrator, FSIS, has made an
initial determination that this interim
final rule is not a major rule under
Executive Order 12291. It is not likely to
result in an annual effect on the
economy of $100 million or more; a
maijor increase in costs or prices for

- gonsumers, individual industries,

Federal, State, or local government
agencies, or geographic regions; or
significant adverse effects on
competition, employment, investment,
productivity, innovation, or the ability of
United States-based enterprises to
compete with foreign-based enterprises
in domestic or export markets, The
Administrator also has determined that
this action will not have a significant
economic impact on a substantial
number of small entities, in accordance
with the requirements of the Regulatory
Flexibility Act {Pub. L. 96-354, 5 U.S.C.

‘601 et seq.).

The basis for these determinations
includes the fact that waiver of certain
provisions of the regulations and other
aspects of experimentation described
herein will affect only a limited number
of processing establishments subject to
inspection under the FMIA and/or the
PPIA for a limited period. Any economic
benefits which might indirectly result
from inclusion in pilot testing (e.g.,
reduction in payments for inspection
program employees working overtime)
will be relatively small and affect only a
portion of the establishments in which
pilot tests are conducted, and selecting
all establishments within a designated
site that are found to satisfy the .
establishment performance criteria will
further reduce the opportunity for any
adverse effect on competition. Both the
number of establishments selected and
the length of time during which they are
included in a pilot test of DI procedures
will not extend beyond that which is
needed to test the program variables
under consideration in establishments
with different characteristics. While at

. this time FSIS can only estimate the

number of establishments that could be
included in such pilot tests, since it .
cannot predict the results of evaluations
of establishment performance, the
Agency plans to select approximately 15
establishments initially and not more
than about 200 in all, or approximately 3
percent of the federally inspected
establishments that will be subject to
the fully implemented DI system.
Moveover, the Agency plans to conduct
pilot testing in establishments with a”
variety of characteristics, such as size
and volume of product manufactured,-
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with the number of establishments.
increasing as.the evaluation:proceeds
and with.the conditions,and methods. of
inspection; caverage. compasable in.
establishments. as torwhich;similar
considerations apply..Finally, FSIS
expects.the. duration.of pilot:tests.in,
most establishments to.vary between:3.
and 6 months.and that it will. terminate.
the experimentation.period within. about

' 1 year. When, pilot:tests. are ended, the.
Agency will return. to, pre-
experimentation conditions.and.
methods of inspection coverage.until the:
DI system.is fully implemented'and; at
that time, all plants [including those.
previously selected for pilot.testing) willl
be evaluated.

Comments.

Interested persons are invited to
submit comments concerning this
interimr final rule: Sucl comments must
be sent'induplicate to: the FSIS Hearing,
Clerk. They should bear-a reference to
the docket number located' in the
heading of this document: Any-person’
desiring:an opportunity for-oral
presentation of views on-the
amendments to the poultry’products
inspection regulations must make such:
request to-Dr. Segal so that
arrangements may- be made for sucl
views to.be presented: A transcript. will
be made-of all views presented orally:
All written:and oral submissions-made-
pursuant to-this netice-will be made-
available for public inspection between
9:00 a.m. and-4:00°'p:m:, Monday- through-
Friday, in the Policy Office, Room 3168;.
South Agriculture Building, 14th Street
and Independence Avenue, SW.,
Washington, DC.

Background.

The Secretary of Agriculture’s duties.
include.implementation of the Federal
Meat Inspection Act-(FMIA) (21 U.S.C..
601 et seq:);and. the Poultry Products
InspectionAct (PPIA);(21. U.S.C. 45T et
seq.) to prevent the preparation or-
processing and distribution of meat,,
meat food products, and pouliry;
products which are adulterated or
misbranded: or not properly, marked;
labeled; and packaged (21 U.5.C. 453 (g):
and (h), 457,.458, 601 (m} and (n}; 607,.
and 610); Responsibility; for exercising,
the functions of the Secretary contained.
in the FMIA and PPIA has been
delegated to the Administrator,.ESIS (7
CFR 2.17(g)and 2.55(a)(2}}); Among those
functions are administration of the
inspection requirements.for. meat food.
and poultry products.and sanitation.
practices in establishments. preparing or
processing such products-for commerce:
or otherwise subject to.inspection under
the FMIA or PPIA {21 1V5.C..455. 456, . -

605, 606, and 608) and the issuance.of’
rules:and regulations:executing:
provisions of these Acts.{21 U.S.€.
463(b):and 621),. .

The Congress of the-United States
recently amended: the:inspection
requirements: for meat food:products:in
section.6.of the: EMIA, (21.U.5.C..606}):
Pursuant to;the Processed Products.
Inspection Improvement Act 01986,
Title IV of the Futures. Trading, Act of
1986 (FTA) (Pubr. L. 99-841), rather than
requiring, the. Secretary to cause,
inspectors.appointed for that.purpose. ta.
make *an. examination.and inspection.of
all meat food:products prepared. for
commerce.in any slaughtering, meat-
canning,. salting,. packing, rendering, or
siilar establishment,” such
examination and inspection is.to.be:,

Conducted: withisuch-frequency andlinisuch.
manner as.the-Secretary considers:necessary;.
as pravided.in.rules, and regulations.issued:
by the Secretary, taking into account such:
factors as the Secretary considers to.be
appropriate-. . . [FTA, section403(a]};

- Three such factors.are specified in.the -

statute: the nature-and-frequency of
processing.operations atan
establishiment, the adequacy, and
reliability of the processing,controls and:
sanitary procedures at an establishment,
and the history of compliance with.
inspection requirements in.effect under
the FMIA by, the.operator.of an.
establishment or anyone responsibly
connected.with the business (i.e., any
partner,. officer, director, holder, or
owner of 10.per centum or more of its
voting stock or employee in a
managerial or executive capacity) that
operates that establishment.

By so-amending the FMIA, Congress.
has authorized the Department; for a 6-
year period:* to'base the frequency with
which and the manner in which meat
food products are examined and
inspected by program-employees on
considerations relevant to the effective
regulation of meat food products and'the
protection-of the public health and’
welfare: The legislation also reflects
Congressional recognition that full
implementation of a new system of
government inspection of post-slaugliter
processing-operations will:.take time:
Title- IV and’the amendments.made’
thereby became:effective on the-date of
enactment: (November 10, 1986}, except
that sections 6, 8, and 21 of the FMIA (21 .
U.S.C. 606; 609, and 621}, as in effect

*Not later than 6 years after the date of
enactment, Congress is to evaluate.the operation
and effects ofttlie amendments made by, section 403
of the FTA for the purpese of determining whether
to extend or modify the operation of such.
amendments and enact such legislation.as may be
necessary to.efficiently and effectively-carry out the
FMIA\(FTA. section-407)..

immediatelyrbefore: that date; “apply,
withirespect: to establishiments: until the.
Secretary .. . .first issues;rules:and)
regulations to implement the:
amendments made: by: section. 403(a)!”
(FTA,.sectiom408}i. This:irulemaking -
initiatessimplementation of those:
amendments; however, ag indicated:
below, it isonly the:first step:in: process:
intended: to assure an.orderly transition
to the “discretionary inspection™ (DIp
systemmmandated. by the recent '
amendments: to.the: EMIA.. :

This rulemaking alse:initiates:changes
that will resulttim the: institutiom of a DI
system:for operations: processing:
products: from: poultry: carcasses. that
have passed:postmortem:inspection.. -
The: PPIA. authorizes: the: Department to:
varythe frequency: and the:manner of
govemnment inspection.in
establishments: conducting;post-
slaughter and! evisceration processing of:
poultry: products: based: omeffective:
regulation and!public: protection:
considerations:.. In particular; section
6(b) (21 U:SiC. 455(b}} requires: the:
Secretary, to:cause.government.
inspectors;to:make: "post: mortem.
inspection:of the carcass.of each bird.
processed, andiat any time such.
quarantine; segregatiom and reinspection
as he deems-necessary; of poultry-and:
peultry: produets: capable.of use.as
human:food:in eachiofficial
establishment processing such:poultry
orpoultryrproduets: for commerce:er
otherwise subjectitoinspection. . ...

The: Administrator-of FSIS now
believes that the:.frequency and manner
of reinspection by program employees.of
poultry. products made-from:poultry
previously slaughterediand eviscerated.
and found to be:not:adulterated that.is
“deem{ed] necessary’" should be varied,
taking into-account the same factors as.
those considered appropriate under the
amended:FMIA. Fo date, however, the:
rules and regulations:and other aspects
of inspection coverage have been
basically comparable to those
prescribed pursuant to the:narrower pre--
amendment authority. in.the EMIA.
Therefore; exercising the authority to
implement a DI system: of inspection:
presents orderly transition.concerns:
under the:PPIA: as:well:

The Department supported the recent
amendments to the FMIA, as well as.
administering the-PPIA to.institute the
same-approach torthe.inspection of
comparable processing operations,
because it believes.that the efficiency
andieffectiveness.of the:meat and. )
poultry inspection program in utilizing.
available resources to.maximize the
level of compliance with regulatory
requirements; and!thus:achievement of
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the purposes of the FMIA and PPIA (see
21 U.S.C. 451 and 602 and FTA, section
402}, can be improved by adjusting the .
frequency and the manner of
government inspection. However, before
modifing the inspection system as a
whole and fully implementing a DI
system, rules regarding the frequency . .
and the manner of government
inspection sheuld be tested-in order to .
assess their adequacy and
appropriateness and thereby protect the
integrity and effectiveness of the
.inspection program.

In particular, although it appears that '

the intensity of inspection coverage in:

- some processing establishments exceeds :

..that.which should be considered or -

deemed necessary under the FMIA, as . .

amended (21 U.S.C, 606), or the PPIA (21
U.8.C. 455), the Administrator of FSIS
has concluded that procedures for

' determmmg whether and, if so, to what
extent this is the case and for designing
the conditions and methods of
inspection coverage in such ’
establishments should be tested in a
small-scale, experimental setting in.
order to obtain sufficient information on
which to base final amendments to

. various portions of the Federal meat
inspection and the poultry products
inspection regulations. Therefore, the

) first rules and regulations to be issued in .

implementing the amendments made by

o section 403(a) of the FTA to section 6 of -

.“the FMIA (21 U.S.C. 606) and mstntutmg

“a comparable DI system under the PPIA .
"consist of provisions for conducting pilot .

tests of such DI system in

establishments subject to inspection.

"~ under the FMIA (8 CFR 303.2) or the .
PPIA (8 CFR 381.3(c) through (e}}.

These provisions in the initial
regulations include the factors that ~
appear appropriate for consideration in
assessing the performance of an .
establishment to determine whether the
intensity of inspection coverage can be
reduced while continuing to assure
effective regulation of products and
protection of the public health and

. welfare (9.CFR 303.2(b)(1} and .
~381.3(d)(1)), as well as the factors that.

. a’ppear appropriate for consideration-in’
agsessing the characteristics of an .

.. establishment on which to base the level
_ of Federal inspection and other
conditions and methods of government
inspection during such experimentation
(8 CFR 303.2(b)(2) and 381.3{d)(2]). For
purposes of both-meat food product and
poultry product inspection, criteria are
specified to take into account the factors
included in section 6{a)(2) of the
amended FMIA (21 U.S.C. 606(a}(2]};
section 403(a) of the FTA): nature and
frequency of processing operations (9

CFR 303.2(b)(2) and 361.3(d)(2)),
adequacy and reliability of processing
controls and sanitary procedures (9 CFR
303.2(b)(1) (ii) and (iii} and 381.3{d){1) (ii)
and (iii)), and history of compliance thh
inspection requirements (9 CFR
303.2(b}(1)(i) and 381.3(d}(1}(i)).

Thus, the experimentation period is
expected to provide information on,
among other things, the adequacy of
such criteria for evaluating the
performance of all establishments
conducting post-slaughter preparation of

-meat food products and/or post-
.slaughter and evisceration processing of

- poultry products, FSIS will use the
information obtained to decide whether .

the criteria set forth in these provisions
should be further refined or - .
supplemented before their apphcatwn to
all such processing establishments is -
proposed as part of the rulemaking in
which a proposal that would amend the
Federal meat inspection regulations and
the poultry products inspection
regulations to include the new and

‘revised provisions needed for full -

implementation of a DI system will be

‘considered. FSIS currently antxmpates

completion of that rulemaking in early |

. 1988, The final rule so amending the

regulations also will rescind the

. provisions for experimentation with DI

procedures set forth herein, unless such
experimentation period has been_

"terminated earlier.

- FSIS plans to select eetablishments

for inclusion in a pilot test from those,

the Administrator identifies for review
(9 CFR 303.2{a) and 381.3(c}). Initially, a
small group of establishments will be so

identified, and such establishments will

be ones in which there is reason to
believe that the current intensity of .
inspection coverage exceeds that which
should be considered or deemed

- necessary under the FMIA or PPIA. As

testing proceeds, the Administrator
intends to identify additional -
establishments to the extent appropriate
in view of findings to date, FSIS expects
that the number of establishments
selected for pilot tests may increase
from approximately 15 to as many as

:200 as groups of establishments in new, -

limited geographical sites are phased in-
over the course of the experimentation

* period. Such sites will be designated on.

the basis of their suitability for
generafing information to satisfy
evaluation needs. The length of time
during which establishments are

“included in a pilot test will vary .

depending on the testing involved and is
expected to be from 3 to 6 months in
most establishments. :

The performance of establishments 80
identified will be evaluated, and such an

establishment may be selected for
inclusion in the pilot testing of
procedures for reducing the intensity of
inspection coverage if, and only if, this
evaluation (1] reveals, in records
compiled no earlier than 10 years before,
no documented instances of substantial
and recent noncompliance with .
applicable regulatory requirements and
(2) evidences the competence and
control procedures needed to assure and
monitor compliance with applicable
regulatory requirements {8 CFR
303.2(c}(1) and 381.3(e)(1)). The
“substantial and recent” criterion i$

intended to assure that in assessing
.compliance history (9 CFR 303.2(b){1)(i)

and 381.3(d}{1)(i)). both the nature and
frequency of noncompliance with

‘process, environment, and/or product

requirements are taken into account for
an appropriate Iength of time. Thus,

. noncompliance is.to be regarded as

substantial when, for example, it
involves the.preparation of adulterated
product that could pose a serious public
health threat if distributed to consumers
or recurring failures that could be - .
considered indicative of a lack of regard
for the public health or welfare; and,
within the 10-year time limit on record
documentation, the more substantial the
violation, the longer it is to be regarded
as sufficiently recent for consideration.

. 'The second performance evaluation
" criterion reflects the assessment of both

management knowledge of appropriate

- manufacturmg practices and applicable _

regulatory requirements, demonstrated
ability to apply that knowledge in a
timely and consistent manner, and

.commitment to correcting deficiencies
‘noted by inspection program employees

and otherwise assuring compliance with
applicable regulatory requirements (9
CFR 303.2(b)(1)(ii) and 381.3(d}(1){ii})
and the procedures used to control the -
production process, environment, and
resulting product in order to assure and
monitor compliance with requirements

-of the FMIA or PPIA and rules and

regulations thereunder (8 CFR .
303.2(bj{1}(iii) and 381.3(d)(1)(iii}}. FSIS
believes that by applying these criteria,
its performance evaluation will achieve
the objective of only includingan -
establishment in pilot testing if there are

. adequate indications that the

probability of future noncompliance at ~
such establishment is low.

In any establishment included in such
a pilot test, during experimentation the
conditions and methods of inspection -
coverage of operations other than the
slaughter of livestock or the slaughter
and evisceration of poultry, including
the frequency of government inspection,
are to be determined by the inspection
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program based-on (1) an evaluation of
the characteristics of the particular
establishment, (2) the significance of
potential health consequences of
noncompliance, and (3)-the availability
of meat and poultry inspection program
employees (referred to as “Program”
and “Inspection Service” employees.in
the Federal meat inspection and the
poultry products inspection regulations,
respectively) (8 CFR 303.2(c)(2) and
381.3(e)(2]}). Drawing upon its experience
in regulating a broad range of
establishments with differing
characteristics and allocating inspection
program resources, FSIS has developed
tentative guidelines for use in making
these determinations during pilot.
testing. Thus, for example, in assessing
processing operation complexity (9 CFR
303.2(b}{2)(i) and 381.3(d}(2}(i)}, FSIS will
be categorizing operations as involving
product preparation.or processing that is

“simple”, “medium”, or “complex™ by
applying Directive 1030.2 '
(Documentation of Processing and
Combination Assignments, 4/22/85,
which is available for public inspection
and copying in the Policy Office {see
“ADDRESSES"]). FSIS also plans to
utilize a three category approach in
assessing certain other establishment
characteristics (9 CFR 303.2(b}{2) (iii),
(iv), and {vi) and 381.3(d)(2) (iii), (iv),
and (vi)): production volume (highest ~
total product volume during any quarter
within the preceding year as less than
60,000; 60,000 to 1,000,000; or more than
1,000,000 pounds), establishment size
(less than 12,000; 12,000 to 80,000; or -
more than. 80,000 square feet), and the
scope of any livestock slaughter or
poultry slaughter and evisceration
operations (none, part time, or full time}
also being conducted (but to which the
DI system will not apply) at an
establishment which makes.meat food
and/or poultry products that are
processed further (i.e., a “combination”
. establishment).

The Federal meat mspectmn )
regulations (9 CFR Chapter III;-
Subchapter A) and the poultry products
inspection regulations (9 CFR Part 381)
will continue to apply to establishments
in which FSIS is pilot testing except to
the extent that the frequency of Federal
inspection or other conditions and
methods of inspection coverage
determined to be appropriate for the
period of experimentation are identified
as conflicting with provisions of the
regulations. To that extent, the
Administrator plans to waive such’
provisions for the period of
experimentation (8 CFR 303.2(c)(2} and’
381.3(e){2)).. Such waivers will peimit the
testing of new procedures that are

-

expected to facilitate definite:
improvements and will reflect a
determination that prescribing
alternative conditions.and methods.of
inspection coverage is not contrary to
statutory purposes or provisions. They
are, therefore; consistent with Agency
policy as to when the temporary
suspension: of provisions:of the,
regulations comports withiits :
responsibilities in admxmstermg the’
FMIA. '

The Administrator beheves that the
Federal meat inspection regulations
should address.the waiver for limited:
periods. of provisions: of those:
regulations to provide for situations in
which alternative courses of action-are
appropriate and do-not conflict with:
either the purposes or the provasnons of
the statute: In particular, the
Administrator'has determined that,
despite potential or actual conflicts with
provisions of the regulations, such
alternative courses of action should be
pursued in administering the FMIA in
order to permit: (1) Appropriate and
necessary action in the event of a public-
health emergency and (2} -
experimentation so that new
procédures, equipment, and/or
processing techniques may be'tested to-
facilitate definite improvements. In both
of these classes of cases, the waiver
decision reflects a judgment that certain
provisions of the regulations as applied
in specific situations should be
temporarily suspended in order to
achieve the purposes of the FMIA and
that the alternative course of action
pursued during such a limited period is -
not inconsistent with FMIA provisions,
Among other things, FSIS may, as in the
instant case, need to obtain additional
information before it can assess the
nature or scope of any amendments to
be proposed or can provide sufficient
description of the subjects and issues-
involved to give interested persons a
meaningful opportunity to participate in
rulemaking.

The inclusion of such a rule in the.
Federal meat inspection regulations (9
CFR 303.1(g)) specifies Agency policy for
carrying out its statutory responsibilities
and conducting the meat and poultry

- inspection program pursuant to the

FMIA and PPIA. The poultry products
inspections regulations already include
such a rule {9 CFR’381.3(b)}. However,
the emergency situations provided for in
the poultry products inspection.
regulatxons are:limited to-those: that are
"national’™in scope. Since such waivers
also-may better enable'FSIS to take:
appropriate and necessary:action in
response o an.emergency-in a smaller
geographic area and the.focus of . -

concern here is assuring adequate public |
health protection, the Administrator las
determined that the words “public.
health” should be:substituted for
“national” in § 381.3(b) of the
regulations (9 CFR 381.3(b]].

These amendments.to the Federal:
meat inspection: regukatmns and the
poultry preducts inspection regulations:
include rules.and statements that are
being issued to advise the public of the:
Agency’s interpretation of recent
amendments to:the. FMIA and
provisions of the PPIA and to advise the
public of the Agency's policy and
procedures for implementing those
amendments and initiating changes to-

.institute a DI system for processing:

operations under the FMIA and PPIA.
Notice and public procedure thereon are
not required under the Administrative
Procedure Act (APA) as to such rules
and statements (5 U.S.C. 553(b}(A); see
also 5 U.S.C. 553(d){2)}: )
In addition, FSIS has concluded that
in order to execute its functions in a due
and timely manner while avoiding
serious dislocation in the inspection
program, it should begin pilot testing in
the near future, Congress has du‘ected

" the Department to take action to

improve the efficiency and effectiveness:
of the inspection program. in utilizing
available resources in its coverage of
processing operatmns so that, among
other things, it is in a better position to
respond to budgetary constraints and’
industry growth and development. Thus,
FSIS must move as quickly as'possible
to institute a DI system. Yet, at the same
time, it must protect the integrity and
effectiveness of the inspection program
in protecting the public health and
welfare by assuring an orderly
transition to the new system itis the
Agency's view that, given the scope and
complexity of the issues and program
variables involved, this can-be
accomplished only through a multi-stage
process, with the first implementation
action consisting of an experimentation
period, and FSIS must act now if full
implementation and the benefits
anticipated by Congress are to be
achieved within a reasonable time.

This approach is consistent with the
Agency's policy of testing new
procedures and other possible.
improvements affecting the inspection
program in order to assure that they are
feasible and will not adversely affect
protection-of the public health.and:
welfare. Moreover, while.the conduct of
persons, firms, and corporations
regulated as operators of those federally
inspected establishments selected for
pilot testing'may be-affected, any effects
will be:of limited scope:and duration,
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and restrictions may be relieved rather
than imposed. - .

For these reasons, the Agency finds
that giving advance notice and public
procedure thereon beyond what is
provided herein is impracticable and
contrary to the public interest.
Therefore, there is good cause, in
accordance with.the APA (5 U.S.C.
553(b)(B) and (d) (1) and (3)}, for -
publishing an interim final rule with a
request for comments which will
become effective before the publication
of a further notice.

Interim Final Rule
List of Subjects
"9 CFR Part 303 -
Meat inspection.
9'CFR Part 381
Poultry products inspection.

On the basis of the foregoing, the
Federal meat inspection regulations
{Part 303) and the poultry products -
inspection regulations (Part 381} are
amended as follows:

1. The authority citation for Part 303 is
added to read as follows and the
authority citation following § 303.1is
removed: ,

Authonty 34 Stat, 1280, 79 Stat 903 as
amended, 81 Stat. 584, 84 Stat. 91, 438 (21
U.S.C. 71 et seq., 601 et seq., Pub. L. 99-641,
Title IV, 100 Stat. 3556, 3567-72, 33 U.S.C.

*  466-466k); Pub. L. 96-511, 94 Stat. 2812 (44
U.S.C. 3501 et seq.).

- 2. Section 303. 1(3} is revised to read as
. follows:

* §303.1 Exemptions.

* * * * *

(g) The Administrator may in specific

classes of cases waive for limited

periods any provisions of the regulations -

in this subchapter in order to permit
appropriate and necessary action in the
event of a public-health emergency or to
permit experimentation so that new
procedures. equipment, and/or

- processing techniques may be tested to
facilitate definite improvements:

. Provided, That such waivers of the

"  provisions of such regulations are not in

conflict with the purposes or provxsxons

of the Act.

"+ . 3. Part 303 is further amended by '

adding anew § 303.2 to read as follows:

§303.2. E:perlmentaﬂon lntenslty of
Inspection coverage.

(a) Pursuant to the Processed Products
Inspection Improvement Act of 1986,
Title IV of the Futures Trading Act of
1986 (Pub. L. 99-641), in establishments
preparing products at which inspection -
under the Act and regulations is
required. the frequency with which and

the manner in. which meat food products’

made from livestock previously : -
slaughtered in official establishmerits
are examined and inspected by
Program employees is to be based on
considerations relevant to effective -
regulation of meat food products and

- protection of the health and welfare of
. consumers. In order to test procedures

for use in making such determinations,
and, in particular, for determining
whether and, if so, to what extent the
intensity of inspection coverage exceeds
that which should be considered
necessary pursuant to section 6 of the
Act, as amended by section 403(a} of the
Futures Trading Act of 1986, the
Administrator is initiating

* experimentation of a new system of .

inspection for reviewing the
performance of establishments and for
designing the supervision and other
conditions and methods of inspection
coverage. For the period of such
experimentation, the Administrator shall
identify establishments for review, and
the frequency and the manner of
inspection by Program employees shall

be determined on the basis of the results -

of those reviews and be otherwise in
accordance with this section. '

(b) The determinations referred to in
paragraph (a} of this section shall be
made by the Program and shall reflect
evaluations of the performance and the
characteristics of such establishments.

. {1} In assessing the performance of an

establishment, the following factors are

appropriate for consideration:
(i) The history of compliance with

~ applicable regulatory requirements by -

the person conducting operations at.
such establishment or by anyone
responsibly connected with the business
conducting operations at such
establishment, as responsnbly
connected” is defined in section 401(g)
of the Act,

(ii) The competence of the person
conducting operations at such
establishment, as indicated by;

(A) Knowledge of appropriate
manufacturing practices and applicable
regulatory requirements;

(B} Demonstrated ability to apply such

‘knowledge in a timely and consxstent

manner, and

.{C) Commitment to correctmg
deficiencies noted by Program
employees and otherwise assuring
compliance with applicable regulatory
requirements, and

(iii) The procedures used in such
establishment to control the production
process, environment, and resulting
product in order to assure and monitor
compliance with the requirements of the
Act and the rules and regulations
promulgated thereunder. :

*(2) In assessing the characteristics of
an establishment, the following factors
are appropriate for consideration:

(i) The complexity of the processing

- operation(s) conducted at such -
- establishment,

(ii) The frequency with which each
such operation.is conducted at such
establishment,

, (iii} The volume of produot resulting
from each such operation at such
establishment,

(iv) Whether and to what extent
slaughter operations also are conducted
at such establishment, )

- {v} What, if any, food products not
regulated under this Act or the Poultry
Products Inspection Act also are

- prepared at such establishment, and

(vi} The size of such estabhshment

(c)(1) For the period of
experimentation described in paragraph )
{a) of this section, the frequency of
inspection 'of Program employees of
operations other than slaughter may be
reduced in an establishment in which
the procedures referred to therein are
being tested if and only if-the evaluation
of the performance of such
establishment described in paragraph

(b)(1) of this section indicates that there

are:

{i) No instances, ‘documented in
records compiled no earlier than 10
years before, of substantial and recent

- noncompliance with applicable

regulatory requirements (taking into
account both the nature and frequency
of any such noncompliance), and

(ii) Thé competence and control
procedures needed to assure and
monitor compliance with apphcable
regulatory requirements.

(2)(i) The frequency of Federal
inspection and other conditions and
methods of mspectmn coverage in any

_ establishment in which the Federal
" inspection is reduced shall be based on:

(A) The evaluation of the

" . characteristics of such establishment

described i in paragraph (b)(2) of this
section,?®

(B) The significance of potential public
health consequences of noncompliance,
and

(C) The availability of Program
employees.

(ii} To the extent that such frequency
of inspection or other conditions and

* These evaluations.will be based upon guidelines
developed by FSIS and the complexity
categorization in FSIS Directive 10302 -
{Documentation of Processing and Combination
Assignments, 4/22/85). The guidelines and Directive
will be gvailable for public inspection and copying
in the Policy Office, Room 3188, South Agriculture
Building, 14th Street and Independence Avenue,
SW., Washington, DC.
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methods of inspection coverage are
identified as conflicting with provisions
of the regulations in this subchapter, the
Administrator will waive such .
provisions for the period of
experimentation, in accordance with

§ 503.1(g) of this subchapter.

PART 381—[AMENDED]

4, The authority citation for Part 381
continues to read as follows: .

Authority: 71 Stat, 441, 82 Stat. 791, as
amended, 21 U.5.C. 451 et seq.; 76 Stat. 663 (7
U.S.C. 450 et seq.}. unless otherwise noted.

5. Section 381.3(b) is amended by
removing the word “national” and

inserting, in its place, the words “publnc
health”.

6. Section 3681.3 is further amended by

adding new paragraphs (c) through (e) to
read as follows:

§381.3 Adminstration.

* * » * * ‘

(c) Pursuant to section 6 of the Act,
the Administrator believes that, in
establishments processing poultry
products at which inspection under the
Act and regulations is required, the

hich { in -
frequency with which and the manner in - an establishment, the following factors

which poultry products made from
poultry prevnously slaughtered and
eviscerated in official establishments
are reinspected by Inspection Service
employees should be based on
considerations relevant to effective
regulation of poultry products and
protection of the health and welfare of
consumers. In order to test procedures
for use in making such determinations

and, in particular, for determining
whether and, if so0, to what extent the
intensity of inspection coverage exceeds
that which should be deemed necessary
pursuant to section 6 of the Act, the
Administrator is initiating
experimentation of a new system of
inspection for reviewing the
performance of establishments and for
designing the supervision and other
conditions and methods of inspection
coverage, For the period of such
experimentation, the Administrator shall
identify establishments for review, and
the frequency and the manner of
inspection by Inspection Service
employees shall be determined on the
basis of the results of those reviews and
be otherwise in accordance with this
section.

(d) The determinations referred to in
paragraph (c) of this section shall be
made by the Inspection Service and
shall reflect evaluations of the
performance and the characteristics of
such establishmenits.’

(1)} In assessing the performance of an

establishment, the following factors are
appropriate for consideration:

(i) The history of compliance will
applicable regulatory requirements by
the person operating such
establishments or by anyone
responsibly connected with the business
operating such establishment, as
“responsibly connected” is defined in
section 18(a) of the Act,

(ii) The competence of the person
operating such establishment, as
indicated by; .

{A) Knowledge.of appropnate
manufacturing practices and applicable
regulatory requirements,

(B} demonstrated ability to apply such
knowledge in a timely and consistent
manner, and '

(C} Commitment to correcting
deficiencies noted by Inspection Service
employees and otherwise assuring
compliance with apphcable regulatory .
requirements, and

(iii) The procedures used in such
establishment to control the production
process, environment, and resulting.
product in order to assure and monitor
compliance with the requirements of the
Act and the rules and regulations
promulgated thereunder.

(2] In assessing the characteristics of

are appropriate for consideration.

(i) The complexity of the processing '
operation({s} conducted at such
establishment,

(i} The frequency with which each
such operation is conducted at such

establishment,

(iii} The volumn of product resulting

" from each such operation at such

establishment,

(iv) Whether and to what extent
slaughter and evisceration operations.
also are conducted at such
establishment,

{v) What, if any, food products not
regulated under this Act or the Federal
Meat Inspection Act also are processed
at such establishment, and

(vi) The size of such establishment.

{e)(1) For the period of
experimentation described in paragraph
(c} of this section, the frequency of
inspection by Inspection Service
employees of operations other than - -
slaughter and evisceration may be
reduced in an establishment in which
the procedures referred to therein are
being tested if and only if the evaluation
of the performance of such
establishment described in paragraph
(d}(1) indicates that there are:

(i) No instances, documented in
records complied no earlier than 10
years before, of substantial and recent
noncompliance with applicable
regulatory requirements (taking into
account both the nature and frequency

- of any such noncompliance}, and -

(ii) The competence and control
procedures needed to assure and
monitor compliance with applicable
regulatory requirements.

{2)(i) The frequency of Federal
inspection and other conditions and
methods of inspection coverage in any
establishment in which the Federal
inspection is reduced shall be based on;

(A) The evaluation of the
characteristics of such establishment
described in paragraph (d}(2) of thns
section,? .

(B) The significance of potential public
heglth consequences of noncompliance,
an

(C) The availability of Inspection
Service employees;

{if} To the extent that frequency of
inspection or other conditions and
methads of inspection coverage are
identified as conflicing with provisions
of the regulations in this part, the
Administrator will waive such
provisions for the period of
experimentation, in accordance with
paragraph (b) of this section.

Done at Washmgton. DC, on March 25,
1987. .

Donald L. Houston,
Administrator, Food Safety and Inspection
Service.

 [FR Doc, 87-6666 Filed 3-27-87; 8:45 am]

BILLING CODE 3410-DM-M

NUCLEAR REGULATORY
COMMISSION

10 CFR Parts 70 and 74

Material Control and Accounting
Requirements for Facllities Licensed
To Possess and Use Formula
Quantities of Strategic Speclal Nuclear
Material

AGENCY: Nuclear Regulatory
Commission. '

ACTION: Final rule.

sUMMARY: The Nuclear Regulatory
Commission is amending its material
control and accounting (MC&A) ,
requirements for facilities licensed to
possess and use formula quantities of
strategic special nuclear material
(SSNM). These amendments will apply
to all such fuel cycle facilities except
irradiated fuel reprocessing plants,

* These evaluations will be based upon guidelines
developed by FSIS and the complexity
categorization in FSIS Directive 1030.2
(Documentation of Processing and Combination
Assignments, 4/22/85). The guidelines and Directive
will be available for public inspection and copying
in the Policy Office, Room 3168, South Agriculture
Building, 14th ‘Street and Independence Avenue,
SW., Washington, DC.
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waste disposal operations, nuclear
reactors, and users of nuclear materials
" in sealed sources. The amendments will
significantly strengthen MC&A
capabilities at the affected facilities by
requiring more timely detection of
anomalies potentially indicative of

SSNM losses and by providing for more

rapid and conclusive resolution of
discrepancies. The amendments will be
cost-effective by virtue of the fact that
current requirements which are not cost-
effective will be eliminated and existing
process, production, and quality control
information will be utilized to enhance
material control and accounting
capabilities. ) »

EFFECTIVE DATE: April 29, 1987.

FOR FURTHER INFORMATION CONTACT:’
Mr. C.W. Emeigh, Safeguards Material
Licensing and International Activities
Branch, Division of Safeguards, Office of
Nuclear Material Safety and Safeguards,
U.S. Nuclear Regulatory Commission,
Washington, DC 20555 Telephone: (301)

- 427-4769.

SUPPLEMENTARY INFORMATION:
Background ,

The amended MC&A requirements are
being codified in 10 CFR Part 74 which
has been established for documentation
of all specific domestic MC&A
regulatory requirements. Requirements
for general licenses have been retained
inPart70.

Four high enriched uranium
processing facilities will be subject to
the amended requirements: Babcock and
Wilcox, Lynchburg, Virginia; GA .
Technologies, San Diego, California;
Nuclear Fuel Services, Erwin;
Tennessee; and United Nuclear
Corporation, Uncasville, Connecticut,

. Licensees processing special nuclear
material of low strategic significance
will continue to be subject to § 74.31,
while licensees processing special
nuclear material of moderate strategic
significance and potential licensees
processing strategic special nuclear
material in irradiated fuel reprocessing
plants will continue to be subject to the
MCE&A requirements contained in 10
CFR Part 70.

Current domestic MC&A regulations
for strategic special nuclear- material
require bimonthly inventories. .
Comparison of an inventory difference
(ID} with its associated limit of error
(LEID) and with percent of throughput
does not occur until nearly 30 days after
the beginning of the physical inventory.
Consequently, a thorough investigation
of any identified anomaly might not -
occur, in the worst case, for 90 days
after the contributing event occurred.
The usefulness of these bimonthly

- inventories in providing assurance that

significant quantities of SSNM have not
been diverted has been limited by the
difficulty encountered in conclusively
resolving large inventory differences.
This has necessitated reliance on
material control data, plant security
records, and intelligence information for

the desired assurance. Recognizing this -

shortcoming, on August 20, 1981, the
Commission approved publication of an
Advance Notice of Proposed '
Rulemaking (ANPRM] to solicit public
comment on how to revise MC&A
regulations for SSNM that is capable of
being made into fission explosives. The
ANPRM, which was published in the
Federal Register on September 10, 1981

- (46 FR 45144}, included goals of the

rulemaking and five options for
achieving those goals. The primary goals
were stated as: (1) Timely and localized

_ detection of anomalies potentially

indicative of a material loss, (2] rapid
determination of whether an actual loss
had occurred, and (3) availability of
information to aid in the recovery of
material in the event of an actual loss.
Two of the five options suggested in
the ANPRM for achieving these goals

. retained an emphasis on periodic

physical inventories. The other three
options introduced requirements for the
timely use of process monitoring
information for safeguards purposes
with de-emphasis of the importance and
frequency of physical inventories.
Responders to the ANPRM in some
instances expressed reservations on the
feasibility of using process monitoring
information for safeguards purposes
because of the lack of demonstrable
evidence of successful application, but
suggested no alternatives. Based on the
comments received and on the results of
continuing technical studies, a decision
was made to proceed. The proposed rule
that was presented to the Commission
for publication included much of the
substance of Options 3 and 4 of the
ANPRM but was rewritten to: (1) Delete
unnecessarily prescriptive requirements,
(2} reduce the number of plans and
programs required, (3) improve clarity,
(4} incorporate capabilities to protect
against certain types of inside

adversary, and (5) provide flexibility for

licensees to select the most cost-
effective ways of achieving performance
objectives. The rule gave credit for
SSNM in secure containment and

‘recognized differences with respect to

safeguards vulnerability between

'processing SSNM in bulk form and in -

encapsulated form. -

The proposed rule was published in
the Federal Register on February 2, 1984
(49 FR 4091). Concurrent with the
publication, copies of a Standard

Format/Acceptance Criteria guide and a
Regulatory Analysis were placed in the
Publiec Document Room..Public
comments were requested to be
submitted by June 5, 1984. Citing
technical complexity as the principal
reason, the affected licensees requested
an extension of the comment period.
The comment period subsequently was
extended to September 5, 1984 {June 19,
1984; 49 FR 25005).

Comments.on the Prbposéd Rule

The Commission received four letters
from licensees and a memorandum from
the Department of State commenting on
the proposed rule. Copies of the letters
are available for public inspection and
copying for a fee at the NRC Public
Document Room at 1717 H Street NW,,
Washington, DC 20555.

Changes in Response to Public
Comments :

1. Three respondents expressed
concern over the technical feasibility of
implementing an MC&A system in
compliance with proposed rule
requirements. One respondent pointed
out that experimental projects designed
to enhance near-real-time accounting .
failed to demonsirate the applicability of
the technique in actual operating plants.
A second respondent took issue with a
statement in the Regulatory Analysis
which indicated that the prompt
accountability concept was
technologically feasible and that
significant benefits to MC&A systems

. could be achieved at moderate cost. The

respondent cited results of a study
performed at its site for the Commission
as the basis for its skepticism. The third
respondent expressed concern over the
complex statistics that obviously would
be involved in analyzing material
contro! test data over space and time, as
had beén proposed. ,

The Commission has re-evaluated the
in-process monitoring requirements in
the proposed rule with respect to
whether or not design goals could be
achieved. Based on this re-evaluation
the Commission concluded that the
objective of upgraded material control
and accounting systems could be
achieved through less drastic
modification of existing requirements.
This change in direction has resulted in
deletion of multiple time and area-wide

- loss detection tests from the rule and

addition of requirements for quality -
control tests and trend analyses at the
unit process level. Additionally, physical
inventory requirements have been
modified in the area of inventory
difference evaluation criteria. The
significance of an inventory difference



Federal Register / Vol. 52, No. 60 / Monday, March 30, 1987 / Rules and Regulations

10035

will be initially tested against a
threshold that takes into account
measurement error only. If this
threshold is exceeded, an investigation
will be required which must include the
computation of a second threshold that
takes historical ID variation into
account.

2. A comment was received to the
effect that research and development
operations by design do not achieve the
steady state conditions required for
application of in-process monitoring
tests for loss detection. The respondent
proposed that such operations be
exempted from in-process monitoring
requirements and instead be subjected
to either bimonthly inventories or
periodic material balances coupled with
item monitoring.

The Commission agrees with this
assessment and has modified the rule
for research and development
operations to require material balances
on a lot or batch basis, item monitoring,
and analysis of material balance data
for trends. An appropriate exemption
has been added to § 74.53(a) in addition
to the new requirements in paragraph (c})
of the same section.

3. A respondent stated an opinion that
samples should be exempt from in-
process monitoring requirements on the
basis that the SSNM quantities in
samples are small and would require the
acquisition of a large number by an
adversary in order to obtain five
formula kilograms. Sample control
systems would rapidly detect such a
removal. An additional relevant point
was the fact that the total quantity of
SSNM in a laboratory is typically small.

The Commission agrees with the
respondent and exempted samples
containing less than 0.05 formula
kilograms of SSNM from in-process
monitoring requirements and modified
item monitoring requirements to allow
for the treatment of such samples as
items. Larger samples are expected to be
within the scope of a material control
test whether it be applied in the
originating process unit or in the
laboratory. In the former case, adequate
administrative controls would be -
required to protect the integrity of the
sample until it was returned to the
originating process unit.

4. Two respondents expressed
concern over the effect of data that is
statistically non-normal on the
establishment of alarm thresholds for
loss detection. The respondent indicated
that analyses of current process
monitoring data pointed up the fact that,
for some units, test data were non-
normally distributed.

The Commission agrees that thisis a
concern, especially if the tails of a

statistical distribution come into
consideration. Unacceptably high false
alarm rates will result when such
conditions exist. To alleviate this
concern, the required detection
probability for losses from individual
process units has been revised
downward from 99 percent to 95
percent.

5. Comments were received from two
licensees regarding the difficulties likely
to be encountered in complying with the
bias correction requirements reflected in
the proposed rule. The principal
difficulty lies in the fact that bias
corrections are not sufficiently timely to
permit record corrections to be made on
the process floor. Retroactive
corrections to the book records
necessitate the correction of label
values on individual items if the
accounting system is to balance.

The Commission agrees that bias
corrections are difficult to accommodate
in the accounting system. However,
accounting for the impact of biases is an
important consideration in achieving a
reliable MC&A system. Consequently,
requirenients for bias corrections have
been retained but modified to resolve
some of the associated difficulties.

6. A respondent requested that
consideration be given to permitting
storage of untamper-sealed items in
enclosures other than vaults. The
respondent provided examples of
situations in which untamper-sealed
containers and unencapsulated solid
fuel forms were stored in controlled
access areas for varying time periods
during the fabrication process. It was
pointed out that in many instances it
was impractical to tamper-seal certain
material forms and that minimal
handling was important to prevent
damage.

The respondent’s points are
considered valid. Consequently, the
final rule has been modified to permit
storage of untamper-sealed containers in
permanently controlled access areas. As
indicated in the acceptance criteria, the
area should be equipped with adequate.
controls to preclude undetected access
to the SSNM by one individual in any
position. The requirement to provide
protection at least equivalent to tamper-
safing dictates the level of control that is
expected.

7. One respondent stated that the
requirements of 10 CFR 70.57 and 70.58
should be changed to performance-
oriented safeguards.

The Commission agrees with the
respondent's statement and has taken
action to accomplish this task. The
quality assurance and accounting
requirements in § 70.89 of the proposed
rule (§ 74.59 of the final rule]) have been

replaced with portions of 10 CFR 70.57
and 70.58 that have been rewritten to be
performance oriented, to delete obsolete
requirements, and to clarify the quality
assurance and accounting requirements
applicable to Category I licensees.

Comments Not Incorporated

1. A respondent indicated that the 0.1
percent of active inventory limit on the
standard error of the inventory
difference estimator was not achievable
for its particular process.

This comment appears to be the result
of a misconception of what is being
required. The proposed limit, while
somewhat more restrictive than the
current limit, should be achievable
without extraordinary effort. Taking into
account the differences in the method of

. computation, the current limit (i.e., 0.5%

of additions to or removals from process
expressed at the two standard deviation
level} would equate to one standard
deviation being less than 0.125 percent
of active inventory. The decrease to 0.10
percent of active inventory is considered
justified on the premise that there have
been significant advances in state-of-
the-art measurement technology since
the current limit was imposed. A review
of the level of performance of current
licenses supports this conclusion,

2. A respondent expressed concern
over the restrictions that might be
imposed on the use of its workforce if
detection within administratively
controlled aréas were to be required.

This comment became moot when
area loss detection requirements were
deleted from the rule.

3. A comment was received to the
effect that the proposed 0.25 gm/liter
limit on the concentration of SSNM in
scrap contained in 30 gallon or larger
containers would have a significant
impact on a licensee’s storage
capability. Additionally, the respondent
indicated that the proposed limit would
have a significant impact on the amount
of SSNM per container that they could
receive from offsite for scrap recovery.

The exemption documented in
§ 70.83(a){2) of the proposed rule
(§ 74.53(a}(2] of the final rule} is not
intended to be a limit on the amount of
SSNM per container. Instead the 0.25
gm/liter criterion is considered a de
minimis quantity below which
application of the in-process monitoring
requirements of paragraph (b) of the
same section is not required.

4. The necessity for including fuel
fabrication facilities in the scope of rule
applicability was questioned by a
respondent. The contention was put
forth that, unlike conversion facilities,
the problems the rule is intended to
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address are not present in fabrication
facilities (i.e. unmeasured side streams
and large inventory differences).

The Commission agrees that
excessive inventory differences are less
likely to occur in fuel fabrication.
facilities since there is minimal handling
of SSNM in bulk form and the materials
do not change chemical form. However,
this does not preclude the possibility of
a significant diversion. Consequently,
the decision has been made to apply the
rule to fuel fabrication as well as
conversion facilities. .

5. Affected licensees stated that, in
their opinion, the conclusions reflected
in the Regulatory Analysis were not
representative of the actual cost impact
likely to be experienced at their
facilities.

In response, site-specific value/impact
analyses were performed. Information
obtained in preparing those anealyses
has been taken into account in the
revised Regulatory Analysis prepared in
support of the final rule,

6. A respondent expressed concern
that drastic changes in regulatory
requirements, such as those
incorporated in the proposed rule, were
not receiving adequate review within
the Commission prior to publication for
comment, In particular, the respondent
indicated that there should be more
invelvement of licensing and inspection
personnel in the rulemaking process in
view of their roles in ultimately
approving licensees’ plans and
inspecting their application. -

The Commission does not agree with
the respondent’s position. Rulemaking
procedures include scheduled .
milestones for review and comment by
licensing, inspection, and other
interested regulatory personnel during
the formulation of new rules. Rules are
particularly reviewed for inspectability
prior to issuance. . ’

Other Changes

1. Requirements of the proposed rule
in §§ 70.81 through 70.89 have been
redesignated §§ 74.51 through 74.59 in
the final rule. This change was made 10

'be consistent with the Commission’s
objective of eventually incorporating all
domestic MC&A regulatory
requirements in Part 74. With this
action, the MC&A requirements in
§§ 70.51, 70.57, and 70.58 apply only to
licensees possessing and using special
nuclear material of moderate strategic
significance, strategic special nuclear
material in.irradiated fuel reprocessing
plants, and special categories of
licensees possessing SNM of low
strategic significance who are not
currently required to have an approved
MC&A plan. Performance-oriented

regulations subsequently are expected
to be developed for those categories of
licensees and incorporated in Part 74.
2. The list of definitions in § 74.4 has
been expanded to include appropriate
definitions from Part 70 and new

definitions applicable to the subject rule.

Additional definitions may be added
when the rules for other categories of
licensees, referenced above, are
transferred to Part 74. With respect to
terminology, Part 74 reflects the terms
the Commission now prefers when'
referring to certain MC&A and
statistical concepts. However, the
language in Part 70 has not been
changed.

3. Irradiated fuel reprocessing plants
have been deleted from the applicability
statement in the final rule. This action
was taken because of unresolved
questions as to whether a reprocessing
plant could comply with all rule
requirements and the negative outlook
for domestic reprocessing in the near
term. It is expected that by the time
reprocessing becomes a viable option in
the United States, there will be .
significant technological advances that
will influence material control and

.accounting system design for such

plants,
4, A statement has been added to

' § 74.51 to clarify the fact that licensees

are required to follow currently
approved fundamental nuclear material
control plans until newly submitted
plans are reviewed and approved.

5. Section 74.51{c) has been modified

to provide flexibility in the timing of the

implementation of the new rule by
licensees. Depending upon current
MC&A practices, the complexity of
production operations, and advance
planning by the licensees, the time

‘within which adequate performance

against rule requirements is achieved
will vary from licensee to licensee. In
some cases, current practices approach
what would be expected under an
upgraded MC&A system. Under these
conditions, a licensee may be able to
achieve adequate performance in less
than six months. At the other extreme,
the current system may bear no
resemblance to an upgraded system; -
hence, longer than six months may be
re?uired for full implementation of the
rule. . |

6. The deletion of irradiated fuel
reprocessing plants from the scope of
the rule made the exemption for SSNM
exhibiting external radiation in excess
of 100 rem per hour at three feet
irrelevant. Therefore, this proposed
exemption has been deleted. Any
Category I licensee who may have
occasion to handle irradiated fuel may
request an exemption from the in-

process monitoring requirements of
§ 74.53(b).

7. For SSNM having an estimated
measurement uncertainty greater than
five percent that is either input to or
output from a unit operation that
processes less than five formula
kilograms in three months, a new
exemption has been added to § 74.53(a).
This exemption is considered
appropriate on the basis of the low
throughput of the unit, the unattractive
nature of the material, and the high
uncertainty that would be associated
with any material control test results.

8. A requirement has been added to
§ 74.55 to detect & five formula kilogram
loss within two months for items stored
in a permanently controlled access area
located outside of a material access

- area (MAAY}. This requirement was

inadvertently omitted from the proposed
rule. This oversight has been discussed
with affected licensees who concurred
with the need for the requirement.

9. In lieu of modifying § 74.13(b})(2} to
add a technical reference to § 74.59, a
requirement has been included in
§ 74.59(f)(1)(i) to investigate and report
when the estimate of the standard error
of the inventory difference exceeds 0.1
percent or mere of active inventory. The
requirement is essentially the same as
that currently in § 74.13(b)(2] but

-reworded to be consistent with the

terminology in the Category I Rule. It
does not represent a duplication since
the requirement in § 74.58(1)(1){i)
supersedes § 74.13(b}(2) in its entirety
for Category I licensees.

10. Miscellaneous minor changes have

" been made that have no impact on the

substance of the rule.’
International Considerations

it should be noted that the
performance goals for the rule, stated
previously, are domestic goals and are
considered to be appropriate for a
subnational threat. For all U.S.
licensees, the detection and response
capability of the rule have been
determined to be sufficient to
adequately protect the public health and
safety from a subnational threat. On the
other hand, the International Atomic
Energy Agency (IAEA), which is
responsible for applying international
safeguards in non-nuclear weapons

_ states, must judge whether a significant

diversion has occurred in the face of a
possible national conspiracy. In order to
reach its conclusion with the required
level of certainty, the IAEA may find it
necessary to continue to place primary
reliance on periodic physical inventories
as opposed to an analysis of process
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monitoring data, as promulgated in-this
rule.

Environmental Impaet—Categorical
Exclusion

The material control and accounting
(MC&A] requirements for licensees
licensed to possess and use five or more
formula kilograms of strategic special
nuclear material will be amended in two
major ways:

The first major amendment will move
certain safeguards related
recordkeeping and reporting
requirements now found in Part 70 to
Part 74 to be consistent with the
Commission's objective for separating
safety requirements from safeguards
requirements.

Pursuant to 10 CFR 51.22(c)(3) (ii} and
(iii}, a categorical exclusion is granted in
amendments to Commission regulations
that relate to recordkeeping and

_reporting requirements. Moving the
MC&A requirements from Part 70 to Part
74 meets the eligibility criteria for this
categorical exclusion. Accordingly, no
environmental impact statement or
environmental assessments needs to be
prepared in conjuction with the issuance
of these amendments.

Finding of No.Significant Envu'onmental
Impact: Availability

The second major amendment will
modify material control and accounting
requirements-for licensees who possess
and use formula quantities of strategic
special nuclear material to achieve the
following objectives:

—Prompt investigation of anomalies
potentially indicative of SSNM losses,

—Timely detection of the possible
abrupt loss of five or more formula
kilograms of SSNM from mdwxdual
unit processes,

—Rapid determination of whether an
actual loss of five or more formula
kilograms occurred,

—QOngoing confirmation of the presence
of SSNM in assigned locations, and

—Timely generation of information to
aid in the recovery of SSNM in the
event of an actual loss.

The principal differences between the
MC&A requirements in this rule and
those in the current rules are the use of
process monitoring data for material
control, a longer interval between
physical inventories, and an item
monitoring program designed to detect a
five formula kilogram loss.

For the following reasons, the
Commission has determined not to
prepare an environmental impact
statement for the second major
amendment and, in accordance with 10
CFR 51.32 and 51.34, finds that the

proposed amendments have no
significant impact on the environment.

1. The rule will nat result in changes
in the licenses’ processes or
manufacturing pracedures and therefore
will not affect or alter any release of
effluents to the environment.

2. The rule will affect four high
enriched uranium fuel processing
facilities, all of whom have undergone
individual NEPA review. )

The environmental assessment upon
which the foregoing determination is
based is included in the Regulatory
Analysis for this rulemaking action and
is available for public inspection at the -
NRC Public Dacument Room, 1717 H
Street NW., Washington, DC. Single
copies of the environmental assessment
and finding of no significant impact are
available from Dr. W.B. Brown, Chief,
Safeguards Material Licensing and
International Activities Branch, Division
of Safeguards, Office of Nuclear
Material Safety and Safeguards, Nuclear
Regulatory Commission, Washington,
DC 20555, telephone (301) 427-4185.

Paperwork Reduction Act Statement

This final rule amends information
collection requirements that are subject
to be Paperwork Reduction Act of 1980
(44 U.S.C. 3501 et seq.). These .
requirements were approved by the
Office of Management and Budget
approval numbers 3150-0009 (for Part
70} and 3150-0123 (for Part 74).

Regulatory Analysis

The Commission has prepared a
regulatory analysis on this final rule.
The analysis examines the costs and
benefits of the alternatives considered
by the Commission. The analysis is
available for inspection or copying for a
fee in the NRC Public Document Room,
1717 H Street, NW,, Washington, DC,

_ Single copies of the analysis may be

obtained from Mr. C.W. Emeigh,
Safeguards Material Licensing and
International Activities Branch, Division
of Safeguards, Office of Nuclear
Material Safety and Safeguards, U.S.
Nuclear Regulatory Commission,
Washington, DC 20555, telephone: (301)
427-4769.

Regulatory Flexibility Certification

In accordance with the Regulatory
Flexibility Act of 1980, 5 U.S.C. 605(b),
the Commission hereby certifies that
this rule will not, if promulgated, have a
significant economic impact on a
substantial number of small entities.
This rule affects four facilities that
process high enriched uranium and is
expected to result in positive cost/
benefit to the industry and, in addition,
to provide enhanced safeguards

capabilities. The facilities include:
Babcock and Wilcox Company,
Lynchburg, Virginia: GA Technologies,
San Diego, Califernia; Nuclear Fuel
Services, Erwin, Tennessee; and United
Nuclear Corporation, Uncasville,
Connecticut. These companies are
dominant in their service areas and do
not falt within the definition of “small
entities” set forth in the Regulatory .
Flexibility Act or by the Small Business
Administration in 13 CFR Part 121.

Backfit Analysis

The staff has determined that a
backfit analysis is not required for this
rule since these amendments do not
apply to 10 CFR Part 50 licensees.

List of Subjects

10 CFR Part 70

Hazardous materials-transportation,
Material control and accounting,
Nuclear materials, Packaging and
containers, Penalty, Radiation -
protection, Reporting and recordkeeping
requirements, Scientific equipment,
Security measures, Special nuclear
material. .

" 10 CFR Part 74

Accounting, Material control and
accounting, Nuclear materials, Penalty,
Reporting and recordkeeping
requirements, Special nuclear material.

Under the authority of the Atomic

" Energy Act of 1954, as amended, the

Energy Reorganization Act of 1974, as
amended, and 5 U.5.C, 553, the NRC is
adopting the following amendments to
10 CFR Parts 70 and 74.

PART 70—DOMESTIC LICENSING OF

SPECIAL NUCLEAR MATERIAL

1. The authority citation for Part 70 is
revised to read as follows:

Authority: Secs. 51, 53, 161, 182, 183, 68
Stat. 929, 930, 948, 953, 854, as amended, sec.
234, 83 Stat, 444, as amended (42 U.S.C. 2071,
2073, 2201, 2232, 2233, 2282]); secs. 201, as.
amended 202, 204, 206, 88 Stat. 1242, as
amended, 1244, 1245, 1246 (42 U.S.C, 5841,
5845, 5846),

Section 70.7 also issued under Pub. L. 85~
601, sec. 10, 92 Stat. 2951 (42 U.S.C. 5851},
Section 70.21(g) also issued under sec. 122, 68
Stat. 939 (42 U.S.C. 2152). Section 70.31 also
issued under sec. 57d, Pub. L. 93-377, 88 Stat.
475 (42 U.S.C. 2077). Sections 70.36 and 70.44
also issued under sec. 184, 68 Stat. 954, as
amended (42 U.S.C. 2234). Section 70.61 also
issued under secs. 186, 187, 68 Stat. 955 (42
U.S.C. 2236, 2237). Section 70.62 also issued
under sec. 108, 68 Stat. 939, as amended (42
U.S.C. 2138),

For the purposes of sec. 223, 68 Stat. 958, as -
amended {42 U.S.C. 2273); §§70.3, 70.19{c).
70.21{c}], 70.22(a), {b}, {(d)-(k). 70.24(a) and (b).
70.32(a)(3). (5), (6). (d). and (i}, 70.38, 70.39{b)
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and (c), 70.41(a}, 70.42(a} and (c), 70.58.

70.57(b), (c}. and (d}, 70.58(a}-(g}{3), and (h)-

{i} are issued under sec. 161b. 68 Stat. 948. as

. amended (42 U.S.C. 2201(b)): §§ 70.7,
70.20a(a) and (d}, 70.20b(c) and (e}, 70.21{c],
70.24(b), 70.32(a)(6}, (c}, (d). (e}, and (g). 70.36,
70.51(c}-{g). 70.56, 70.57(b) and (d). and
70.58(a}~(g)(3) and (h}-(j} are issued under
sec. 161i, 68 Stat. 949, as amended (42 U.S.C.
2201(i)); and §§ 70.5, 70.20b(d) and {e}. 70.38.

) 70.51(b}vand (i), 70.52, 70.53, 70.54, 70.55,
70.58{g)(4). (k), and (1}, 70.59, and 70.60(b} and

(c] are issued under sec. 1610, 68 Stat. 950. as

amended (42 U.8.C. 2201(0)}.

.2.In §70.22, paragraph (b) is revised
to read as follows:

§ 70.22 Contents of applicants. .

. AP

(b} Each-application for a licensee to
possess and use at any one time and
location special nuclear material in a
quantity exceeding one effective - -
kilogram except for applications for use
as sealed sources and for those uses
involved in the operation of a nuclear
reactor licensed pursuant to Part 50 of
this chapter and those involved ina
waste disposal operation, must contain -
a full description of the applicant’s
program for control and accounting for
that special nuclear material which will
be in the applicant’s possession under
license, to show how compliance with
the requirements of § 70.58, § 74.31, or
§ 74.51 of this chapter. as appbcable.
will be accomphshed

L o* * * * -

3.In §70.32, paragraph (c)1)is.

* revised to read as follows:

§70.32 CQndltlons of llcenses.
*, N * . s

(c}(1) Each license authorizing the
possession and use at any one time and
location of special nuclear material in a
quantity. exceeding one effective
kilogram, except for use as sealed .
sources and those uses involved in the
operation of a nuclear reactor licensed *
pursuant to Part 50 of this.chapter, and
those involved in a waste disposal
operation shall contain and be subject to
a condition requiring the licensee to
maintain and follow:

(i} The program for control and
accounting for special nuclear material
and fundamental nuclear material
controls described pursuant to
§§70.22(b), 70.58(1), 74.31(b), or
74.41(c)(1) of this chapter, as -
appropriate;

(ii} The measurement control program
for special nuclear material control and
accounting described pursuant to
§§ 70.57(c), 74,31(b), or 74.59(e} of this
chapter, as appropriate; and

(iii) Such other material control
procedures as the Commission -
determines to be essential for the

szifeguarding of special nuclear material
and providing that the licensee shall

- make no change which would decrease

the effectiveness to the material control
and accounting program prepared
pursuant to §§ 70.22(b}. 70.58{1), 70.51(g).
74.31(b), or 74.51(c}(1} of this chapter,
and the measurement control program
prepared pursuant to §§ 70.57(c),
74.31(b), or 74.59(e) of this chapter
without the prior approval of the
Commission. A licensee desiring to
make such changes shall submit an
application for amendment to its license
pursuant to § 70.34.
* * * - L] .

4.In § 70.51, paragraph (b} and the
introductory text of paragraph (e) are.
revised to read as follows

§70.51 Material balance, inventory, and
records requirements.
L] * - L L d

(b} Licensees subjéct to the
recordkeeping requirements of §§ 74.31
and 74.59 of this'chapter are exempt
from the requirements of § 70.51(b)(1)
through (5).

- Otherwise:

* L * * L

(e) Each licensee who is authorized to
possess at any one time special nuclear
material in a quantity exceeding cne
effective’kilogram of strategic special

nuclear material in irradiated fuel

reprocessing operations or special
nucléar material of moderate strategic
significance and to use such special
nuclear material for activities other than
as sealed sources or those activities
involved in the operation of a nuclear

reactor licensed pursuant to Part 50 of

this chapter or those involved in a waste
disposal operation; or as reactor

‘irradiated fuels involved in research,
. development, and evaluation programs -
“in facilities other than irradiated fuel

reprocessing plants, shall:

» * * * »

5.1n § 70.57, the introductory textof -

paragraph (b} is revised to read as
follows:

§70.57 Measurement control program for
special nuclear material controland
accounting.

* * - - *

(b} In accordance with § 70.58(f), each
licensee who is authorized to possess at
any one time and location strategic
special nuclear material in irradiated
fuel reprocessing operations or special
nuclear material of moderate strategic
signifiance in-a quantity exceeding one
effective kilogram and to use such
special nuclear material for activities

" other than as sealed sources or those

activities involved in the operation of a

_-nuclear reactor licensed pursuant to Part

50 of this chapter, or those involved in
waste disposal operations, shall
establish and maintain a measurement
control program for special nuclear
material control and accounting
measurements, Each program function
shall be identified and assumed in the
licensee organization in accordance
with § 70.58(b}{2), and functional and -
organizational relationships shall be set
forth in writing in accordance with

§ 70.58(b}(3). The program shall be
described in a manual referenced in' the
Plan which shall contain the procedures,
instructions, and forms prepared to meet
the requirements of this paragraph,
including'procedures for the
preparation, review, approval; and

- prompt dissemination of any program

modifications or changes. The licensee’s
program shall include the following:

* * * * +

6. In § 70.58, paragraph (a) is revised
to read as follows:

§70.58 Fundamental nuclear material
controls.

(a) Each licenisee who is authorized to
possess at any one time and location
strategic special nuclear material in
irradiated fuel reprocessing operations
or special nuclear material of moderate

- strategic significance in a quantity

exceeding one effective kilogram, and to
use such special nuclear material except
for sealed sources and those uses
involved in the operation of a nuclear

- reactor licensed pursuant to Part 50 of

this chapter and those involved in a
waste disposal operation, shall
establish, maintain, and follow written

"material control and accounting
- 'procedures in compliance with the

fundamental nuclear material control
requirements specified in paragraphs (b}
through (k) of this section and such -

" other controls as.the Commission .

determines to be essential for the
control of and accounting for special
nuclear'material.

* * L . L

PART 74—MATERIAL CONTROL AND
ACCOUNTING OF SPECIAL NUCLEAR‘ '
MATERIAL

7. The authonty citation for Part 74 is
revised to read as follows: - .

Authority: Secs. 53, 57, 161, 182, 183.

‘Stat, 930, 932, 948, 953, 954, as amended, sec.

234, 83 Stat. 444, as amended (42 U.8.C. 2073,
2077, 2201, 2232, 2233, 2282); secs. 202, 206, 88
Stat. 1244, 1246 (42 U.S.C. 5842, 58486).

For the purposes of sec. 223, 68 Stat. 958, as
amended (42 U.8.C 2273); §§ 74.31, 74.81, and '
71.82 are igsued under secs. 161b and 161i, 68
Stat. 948, 949 as amended (42 U.S.C. 2201(b),
2201(i)), and §§ 74.11, 74.13, and 74.15 are



10039

Federal Register / Vol. 52, No. 60 / Monday, March 30, 1987 / Rules and Regulations

. issued under sec. 1610, 68 Stat. 950, as
amended {42 U.S.C. 2201(0}).

.8. Section 74.4 is amended by adding
the following definitions in the proper
alphabetical sequence.

§ 74.4 Definitions.
*

* * * *

Abrupt loss” means a loss occurring
in the time interval between consecutive
‘sequential performances of a material
control test which is designed to detect
anomalies potentially indicative of a
loss of strategic special nuclear material
from a specific unit of SSNM (i.e., a
quantity characterized by a unique

measurement]} introduced into a process.

“Accessible location” means a
process location at which SSNM could
be acquired without leaving evidence of
the acquisition, i.e., without tools or
other equipment to obviously violate the
integrity of the containment.

* * O * *

“Additions to material in process”
means: (1} Receipts that are opened,
except for receipts opened only for
sampling and subsequently maintained
under tamper-safing; (2) opened sealed
sources; and (3) material removed from
process for nonconformance with
cheniical or physical specifications that
is subsequently reprocessed, measured
for contained SSNM, and reintroduced
to process.

“Alarm Threshold" means a
predetermined quantity of SSNM
calculated from the specified probability
of detection for a given loss and the
standard deviation associated with a
material control test. An alarm threshold
serves to trigger a response action.

“Bias” means the deviation of the
expected value of a random variable
from the corresponding correct or
assigned value.

“Calibration” means the process of
determining the numérical relationship
between the observed output of a
measurement system and the value,
based upon reference standards, of the
characteristic being measured.

“Category IA material” means SSNM
directly useable in the manufacture of a
nuclear explosive device, except if:

{1} The dimensions are large enough
(at least two meters in one dimension,
greater than one meter in each of two
dimensions, or greater than 25cm in
each of three dimensions) to preclude
hiding the item on an individual;’

(2} The total weight of five formula -
kilograms of SSNM plus its matrix (at
least 50 kilograms) cannot be carried’
inconspicuously by one person; or

{3) The quantity of SSNM (less than _
0.05 formula kllograms) in'each
container requires protracted diversions

in order to accumulate five formula
kilograms.

“Category IB material” means all =
SSNM material other than Category IA.
. * * . *

“Continuous process” means a unit
process in which feed material must be
introduced in a systematic manner in
order to maintain equlhbrlum
conditions. -

“Controlled access area” means any
temporarily or permanently established
area which is clearly demarcated,
access to which is controlled, and which
affords isolation of the material or
persons within it.

* * ) * * *
“Element” means uranium or
plutonium,

“Estimate” means a specific numerical
value arrived at by the application of an
estimator. . .

“Estimator” means a function of &
sample measurement used to estnmate a
population parameter.

“Fissile isotope” means: (1) Uramum
U-233, or (2} uranium-235 by enrichment
category, (3] plutonium-239, and {4)
plutonium~-241. - -

“Formula kx[ogram" means SSNM in’
any combination in a quantity of 1000

- grams computed by the formula, .

grams=(grams contained U-235} + 2.5

{(grams U-233 + grams plutonium),

* * * * * .
“License,” except where otherwise

specified, means a license issued

pursuant to Part 70 of this chapier.

* * * - * *

“Material” means specxal nuclear
material.

“Material access area’ ' means any -
location which contains special nuclear
material, within a vault or a building,
the roof, walls, and floor of which’
constitute a physical barrier.

“Material balance” means the
determination of an inventory difference
(ID).

“MC&A alarm” means a situationin .
which there is: (1) an out-of-location
item or an item whose integrity has been
violated, (2} an indication of a flow of
SSNM where there should be none, or
(3) a difference between a measured or
observed amount or property of material
and its corresponding predicted or
property value that exceeds a threshold
established to provide the detection
capability required by § 74.53. '

“Material control test” means a
comparison of a pre-established alarm
threshold with the results of a process-
difference or process yield performed on
a unit process.

*Material in process” means any
special nuclear material possessed by
the licensee except in unopened

receipts, sealed sources, measured .
waste discards, and ultimate product .
maintained under tamper-safing.

* oW L 3 * * .

“Power of detection” means the
probability that the critical value of a
statistical test will be exceeded when
there is an actual loss of a specific
SSNM quantity.

“Process difference” (PD) means the
determination of an ID on a unit process
level with the additional qualification
that difficult to measure components
may be modeled.

“Process yield” means the ‘quantity of
SSNM actually removed from a unit
process compared with the quantity
predicted (based on a measured input)
to be available for removal. Process
yield differs from a process difference in
that holdup and sidestreams are not
measured or modeled.

“Produce’” when used in relation to -
special nuclear material, means: (1} To
manufacture, make, produce, or refine .
special nuclear material; (2) to separate
special nuclear material from other
substancés in which such material may
be containéd; or (3} to make or t¢
produce riew special nuclear material, -

- -“Random ertor’ means the deviation
of a random varxable from its expected
value,

“Receipt” means special nuclear
material received by a hcensee from an
off-site source.

“Reference standard” means a
material, device, or instrument whose

- assigned value is known relative to

national standards or nationally
accepted measurement systems. This is
also commonly referred to as a
traceable standard.

"“Removals” means measured
quantities of special nuclear material
disposed of as discards, encapsulated as
a sealed source, or in ultimate product
placed under tamper—safmg or shxpped
offsite.

“Research and development” means:
(1) Theoretical analysis, exploration, or
experimentation; or (2] the extension of
investigative findings and theories of a
scientific or technical nature into
practical application for experimental
and demonstration purposes, including
the experimental production and testing
of models, devices, equipment,
materials, and processes.

“Scrap” means the various forms of
special nuclear material generated
during chemical and mechanical
processing, other than recycle material
and normal process intermediates,
which are unisuitable for continued |
processing, but all or part of which will
be converted to useable material by
appropriate recovery operations.



10040

Federal Register / Vol. 52, No. 60 / Monday, March 30, 1987 / Rules and Regulations

“Sealed source” means any-special
nuclear material that is physically
encased in a capsule, rod, element, etc,
thet prevents the leakage or escape of
the special nuclear material and that

-prevents removal of the special nuclear
material without penetration of the

casing..
* * * t *

“Standard Error of the Inventory
Difference” (SEID) means the standard

deviation of an inventory difference that:

takes into account all measurement
error contributions to the components of
the ID.

“Standard Error of the Process
Difference” means the standard
deviation of a process difference value
that takes into account both
measurement and nonmeasurement
contributions to the components of PD. -

* " * L 2 *

“Tamper-safing” means the use of
devices on containers or vaults in a
manner and at a time that ensires a
clear indication of any violation of the
integrity of previouly made
measurements of special nuclear .
material within the container or vault.

“Traceability” means the abxllty to
relate individual measurement results to
national standards or nationally

accepted measurement systems through '

an unbroken chain of comparisons.

“Ultimate product” means any special
nuc]ear material in the form of a product
‘that would not be further processed at
that licensed location.

“Unit process” means an identifiable
segment or segments of processing
activities for which the amounts of input
and output SSNM are based on
measurements, .

“Unopened receipts” means receipts
not opened by the licensee, including
receipts of sealed sources, and receipts
opened only for sampling and
subsequently maintained under tamper-
safing.

*Vault” means a windowless
enclosure with walls, floor, roof and
- door(s} designed and constructed to
delay penetration from forced entry.’

9. In § 74.8, paragraph (b) is revised to
read as follows: .

§74.8 Information collectlon
requlrements. omMB approval.

Y . * * »

{b) The approved information
collection requirements contained in this

part appear in §§ 74.11, 74.13, 74.31, and _
74.51. .

L A L Y

10. Subpart E of Part 74 (§§74.51
- through 74.59) is added to read as -
follows: .

Subpart E—Formula Quantities of Strategic
Speclal Nuclear Material

"Sec.

74.51 Nuclear material control and
accounting for strategic specxal nuclear
material.

74.53 Process monitoring.

74.55 Item monitoring.

74.57 Alarm resolution.

7459 Quality assurance and accountmg
requirements,

Subpart E—Formula Quantities of
Strategic Special Nuclear Material

§74.51 Nuclear material control and
accounting for strategic special nuclear

} material.

(a) General petfarmance objectz ves.
Each licensee who is authorized to

. possess five or more formula kilograms’

of strategic special nuclear material
(SSNM) and to use such material at any
site, other than a nuclear reactor’
licensed pursuant to Part 50 of this
chapter, an irradiated fuel reprocessing
plant, or an operation involved with

" waste disposal shall establish,

implement, and maintain a Commission
approved material control and
accounting (MC&A) system that will
achieve the following objectives:

(1) Prompt investigation of anomalies
potentially indicative of SSNM losses;

(2) Timely detection of the possible
abrupt loss of five or more formula
kilograms of SSNM from an individual
unit process; .

{3) Rapid determination of whether an
actual loss of five ormore formula
kilograms occurred;

(4) Ongoing confirmation of the
pn;sence of SSNM in assngned locations;
an

(5) Tlmely generation of information
to aid in the recovery of SSNM in the
event of an actual loss.

(b) System capabilities. To achleve
the general performance objectives
specified in § 74.51(a), the MC&A
system must provide the capabilities
described in §§ 74.53, 74.55, 74.57 and
74.59 and must incorporate checks and
balances that are sufficient to detect .
falsification of data and reports that
could conceal diversion by:

(1) An individual, including an
employee in any position; or

(2) Collusion between an individual

with MC&A responsibilities and another’

individual who has responsibility or
control within both the physical
protection and the MC&A systems.

-(c) Implementation dates. Each
licensee subject to the requirements of
paragraph (a) of this section shall:

(1) No later than September 25, 1987,
submit a fundamental nuclear material
control (FNMC) plan describing how the
licensee will comply with the .

requirements of paragraph (b) of this
section; and '

(2} No later than April 29, 1988, or 90
days after the plan submitted pursuant
to paragraph (c}{1) of this section is
approved, whichever is later, implement
the approved plan. Current FNMC plans
must be followed until new plans are
approved by the NRC.

.(d) Exemptions. (1) Notwithstanding
paragraph {c)(2) of this section, a
licensee may delay, for an additional 18
months-beyond the prescribed 90 days,
implementation of provisions of the plan
involving process shutdown for
resolution of alarms. However, during
such delay, the licensee shall continue
to conduct inventories at blmonthly
intervals. -~

(2) Notwithstanding § 74.59(f)(1),
licensees shall perform at least three -
bimonthly physical inventories after -
implementation of the NRC approved
FNMC Plan and shall continue to ..
perform bimonthly inventories until -
performance acceptable to the NRC has
been demonstrated and the Commission -
has issued formal approval to perform
semiannual inventories. Licensees who
have prior experience with process
monitoring and/or can demonstrate
acceptable performance against all Plan
commitments may request authorization
to perform semlannual mventorles atan
earlier date.

§74.53 Process monitoring.

(a) Licensees subject to § 74.51 shall . ~
monitor internal transfers, storage, and
processing of SSNM. The process
monitoring must achieve the detection
capabilities described in paragraph {b)
of this section for all SSNM except:

(1) SSNM that is subject to the item
loss detection requirements of § 74.55;

(2} Scrap in the form of small pieces,
cuttings, chips, solutions, or in other
forms that result from a manufacturing
process, held in containers of 30 gallons
or larger, with an SSNM content of less

_than 0.25 grams per liter;

(3) SSNM with an estimated
measurement standard deviation-greater
than five percent that is either input or
output material associated with a unit
that processes less than five formula
kilograms over a consecutive three-
month period; and

(4) SSNM involved in research and
development operations that process
less than five formula kilograms during -
any seven-consecutive-day period.

- (b) Unit process detection capability.
For each unit process, a licensee shall
establish a production quality control
program capable of monitoring the
status of material in process. The
program shall include:
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(1) A statistical test that has at least a

95 percent power of detecting an abrupt .

loss of five formula kilograms within

three working days of a loss of Category

IA material from any accessible process
location and within seven calendar days
of a loss of Category IB material from
any accessible process location;

(2] A quality control test whereby
process differences greater than three
times the estimated standard deviation
of the process difference estimator and .
25 grams of SSNM are investigated; and

{3] A trend analysis for monitoring
and evaluating sequences of material
control test results from each unit
process to determine if they indicate a
pattern of losses or gains that are of
safeguards significance.

(c) For research and development
operations exempt from the
requirements of paragraph (b) of this
section, the licensee shall:

(1) Perform material balance tests on
a lot or a batch basis, as appropriate, or
monthly, whichever is sooner, and

‘investigate any difference greater than
200 grams of plutonium or U-233 or 300
grams of U-235 that exceeds three times
the estimated standard error of the ,
inventory difference estimator;

(2) Evaluate material balance results
generated during an inventory period for
indications of measurement biases or
unidentified loss streams and
investigate, determine the cause(s) of,
and institute corrective action for
cumulative inventory differences
generated during an inventory period - -
that exceed three formula kilograms of
SSNM.

§ 74.55 [item monitoring.

(a) Licensees subject to § 74.51 shall
provide the detection capability
described in paragraph (b) of this
section for laboratory samples
containing less than 0.05 formula
kilograms of SSNM and any uhiquely
identified items of SSNM that have been

quantitatively measured, the validity of -

that measurement independently
confirmed, and that additionally have
been either;

(1} Tamper-safed or placed in a vault
or controlled access area that provides
protection at least equivalent to tamper-
safing; or

(2) Sealed such that removal of SSNM
would be readily and permanently
apparent (e.g., encapsulated).

(b) The licensee shall verifyona.
statistical sampling basis, the presence
and integrity of SSNM items. The
statistical sampling plan must have at
least 99 percent power of detecting item
losses that total five formula kilograms
or more, plant-wide, within:

(1) Thirty calendar days for Category
IA items and 60 calendar days for
Category IB items contained in a vault
or in a permanently controlled access
area isolated from the rest of the
material access area (MAA); .

(2) Three working days for Category ~
IA items and seven calendar days for
Category Bl items located elsewhere in
the MAA, except for reactor
components measuring at least one
meter in length and weighing in excess
of 30 kilograms for which the time
interval shall be 30 calendar days;

(3} Sixty calendar days for items in a
permanently controlled access area
outside of an MAA; or

{4) Sixty calendar days for samples in
a vault or permanently controlled access
area and 30 calendar days for samples
elsewhere in the MAA for samples each
containing less than 0.05 formula
kilograms of SSNM.

(c) Items containing scrap in the form
of small pieces, cuttings, chips,
solutions, of in other forms that result
from a manufacturing process, held in
containers of 30 gallon or larger, with an
SSNM concentration of less than 0.25
grams per liter are exempt from the
requirements of paragraph (b) of this
section. .

§74.57 Alarm resolution.

{a) Licensees subject to § 74.51 shall
provide the MC&A alarm resolution
capabilities described in paragraphs (b)
through (f] of this section,

(b} Licensees shall resolve the nature
and cause of any MC&A alarm within
approved time periods.

(c) Each licensee shall notify by
telephone, the appropriate NRC
Regional Office listed in Appendix A of
Part 73 of this chapter of any MC&A
alarm that remains unresolved beyond
the time period specified for its
resolution in the licensee’s fundamental
nuclear material control plan.
Notification shall occur within 24 hours
except when a holiday or weekend
intervenes in which case the notification
shall occur or the next scheduled
workday. The licensee may consider an
alarm to be resolved if:

(1) Clerical or computational error is
found that clearly was the cause for the
alarm; or

(2) An assxgnable cause for the alarm
is identified or it is substantiated that no
material loss has occurred.

(d) If a material loss has occurred, the
licensee shall determine the amount of
SSNM lost and take corrective action to:

{1) Return out-of-place SSNM,'if
possible, to its appropriate place;

(2} Update and correct associated
records; and

(3} Modify the MC&A system, if -
appropriate, to prevent similar future
occurrences.

(e} The licensee shall provide an
ability to rapidly assess the validity of
alleged thefts.

(f) If an abrupt loss detection estimate
exceeds five formula kilograms of
SSNM:

(1) Material processing operations
related to the alarm must by suspended
until completion of planned alarm
resolution activities, unless the
suspension of operations will adversely
affect the ability to resolve the alarm.
Operation of continuous processes may
continue for 24 hours from the time of
the occurrence of the alarm during
which time checks shall be made for
mistakes in records or calculations that’
could have caused the alarm.

(2) Within 24 hours, the licensee shall
notify the appropriate NRC Regional
Office by telephone that an MC&A
alarm resolution procedure has been )
initiated.

§74.59 Guality assurance and accountlng
requirements.

(a) Licensees subject to § 74.51, shall
provide the quality assurance and
accounting capabilities described in
paragraphs (b} through (h) of this
section.

{b} Management structure. The
licensee shall:

(1) Establish and maintain a
management structure that includes
clear overall responsibility for planning,
coordinating, and administering material
control and accounting functions,
independence of material control and
accounting functions from production
responsibilities, and separation of
functions such that the activities of one
individual or organizational unit serve
as controls over and checks of the
activities of others; and ,

(2] Provide for the adequate review,
approval, and use of those material
control and accounting procedures that
are identified in the approved FNMC

- plan as being critical to the

effectiveness of the described system.
(¢} Personnel qualification and

_ training. The licensee shall assure that

personnel who work in key positions
where mistakes could degrade the
effectiveness of the material control and
accounting system are trained to
maintain a high level of safeguards
awareness and are qualified to perform

. their duties and/or responsibilities.

(d) Measurements. The licensee shall
establish and maintain a system of
measurements sufficient to:

{1) Substantiate the plutonium
element and uranium element and fissile
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isotope content of all SSNM received,
produced; transferred between areas of
custodial responsibility, or.inventory, or
shipped, discarded, or otherwise
removed from inventory;

(2] Enable the estimation of the
standard deviation associated with each
measured quantity; and .

(3) Provide the data necessary for
performance of the material control tests
required by § 74.53(b}.

(e} Measurement control. The licensee
shall assure that the quality of SSNM
measurement systems and material
processing practices is continually
controlled to a level of effectiveness
sufficient to satisfy the capabilities
required for detection, response, and
accounting. To achieve this objective the
licensee shall:

(1) Perform engineering analyses and
evaluations of the design, installation,
preoperational tests, calibration, and
operation of all measurement systems to
be used for MC&A purposes; ’

(2) Perform process and engineering
tests using well characterized materials
to-establish or to verify the applicability
of existing procedures for mixing and
sampling SSNM and maintaining sample
integrity dufing transport and storage.
Tests must be repeated at least every
three years, at any time théreisa
process modification that alters the
physical or chemical composition of the
SSNM, or whenever there is a change in
thtzi sampling technique or equipment;
an :

(3} Generate current data on the
performance of measurement processes,
including, as appropriate, values for bias
corrections, uncertainties on calibration
factors, and random error standard
deviations. The program must include:

(i) The onging use of standards for

calibration and control of all applicable

measurement systems. Calibrations

must be repeated whenever any change
in a measurement system occurs which -

has the potential to affect a
measurement result or when program-
data, generated by tests performed at a
pre-determined frequency, indicate a
need for recalibration. Calibrations and
tests must be based on standards with
traceability to national standards or -
nationally accepted measurement
systems; and - _

(i) A system of control measurements
to provide current data for the
estimation of the standard deviations
that are significant contributors to the
measurement uncertainties associated
with shipper/receiver differences,
inventory differences, and process
differences. - ‘

(4) Utilize the data generated during -
the current material balance period for
the estimation of the standard error of

the inventory difference (SEID) and the
standard error of the process
differences. Calibration and
measurement error data collected and
used during immediately preceeding
material balance periods may be

" combined with current data provided

that the measurement systems are in_
statistical control and the combined
data are utilized in characterizing the
unknowns, .

{5) Evaluate all program data and
information to assure that measurement
performance is so controlled that the
SEID estimator is less than 0.1 percent
of active inventory. :

(6] Apply bias corrections by an
appropriate procedure whereby:

{i) Bias corrections are applied to
individual items if for any measurement
system the relative bias estimate '
exceeds twice the standard deviation of
its estimator, the absolute bias estimate
exceeds 50 grams of SSNM when
applied across all affected items, and
the absolute bias estimate on an
individual item basis exceeds the
rounding error of affected items; and

(ii} All biases (regardless of -
significance) that are not applied as
corrections to individual items are
applied as a correction to the inventory

_difference. ,

(7] Investigate and take corrective
action, as appropriate, to identify and
reduce associated measurement biases
when, for like material types {i.e.,

‘measured by the same measurement

system), the net cumulative shipper/
receiver differences accumulated over a
six-month period exceed the larger of
one formula kilogram or 0.1 percent of
the total amount received.

(8) Establish and maintain a statisfical

control system designed to monitor the
quality of each type of program .
measurement. Control limits must be
established to be equivalent to levels of
significance of 0.05 and 0.001. Control
data exceeding the 0.05 limits must be
investigated and corrective action taken
in a timely manner. Whenever a single
data point exceeds the 0.001 control
limit, the measurement system in ‘.
question must not be used for material
control and accounting purposes until it.

~ has been brought into control at the 0.05

level.
h(flijbysicaI inventory. The licensee
shall: '

{1) Except as required by Part 75 of
this Chapter, perform a physical
inventory at least every six calendar
months and within 45 days after the
start of the ending inventory: ’

(1) Calculate the inventory difference,
estimate the standard error of the
inventory difference, and investigate
and report any SEID estimate of 0.1

_percent or more of active inventory and

any ID that exceeds three times the
standard error and 200 grams of
plutonium or uranium-233 or 300 grams
of uranium-235;

{ii} If required to perform an
investigation pursuant to paragraph
{f}{1){i) of this section, evaluate the
significance of the inventory difference
relative to expected performance as
determined from an analysis of an
appropriate sequence of historical
inventory differences;

(iii) Investigate and report to the
appropriate NRC Region Office any
difference that exceeds three times the
standard deviation determined from the
sequential analysis;

{iv} Perform a reinventory if directed

.to do so by the Commission; and

{v) Reconcile and adjust the plant and
subsidiary book records to'the resilts o
the physical inventory. o

(2) Implement policies, practices, and

procedures designed to ensure the
quality of physical inventories. These
must include: ’
(i} Development of procedures for
tamper-safing of containers or vaults -
containing SSNM-not in process that
include adequate controls to assure the
validity of assigned SSNM values; °

(ii) Maintenance of records of the’

- quantities of SSNM added to and

removed from process;

(iii} Requirements for signed
documentation of all SSNM transfers
between areas with different custodial
responsibility that reflect all quantities
of SSNM transferred; ’

{iv) Means for control of and
accounting for internal transfer
documents; ’ ’ i

(v) Cutoff procedures for transfers and
processing so that all quantities of '
SSNM are inventoried and none are
inventoried more than once; i

"(vi) Cutoff procedures for records and
reports so that all transfers for the
inventory and material balance interval
and no others are included in the
records; - .

(vii) Inventory procedures for sealed
sources and containers or vaults
containing SSNM that assure reliable
identification and quantification of
contained SSNM;

(viii) Inventory procedures for in-
process SSNM that provide for
measurement of quantities not
previously measured for element and
isotope, as appropriate, and
remeasurement of material previously
measured but whose validity has not

_been assured by tamper-safingor -

equivalent protection; and
(ix} Written instructions for
conducting physical inventories that
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detail assignments, responsibilities, and
preparation for and performance of an
inventory.

(g) Accounting. The licensee shall
establish auditable records sufficient to_
demonstrate that the requirements of
§§ 74.53, 74.55, 74.57, and 74.59 have
been met and retain those records for at
least three years unless a longer
retention period is required by Part 75 of
this Chapter.

(b} Internal control. The licensee
shall:

(1) Establish procedures for shipping
and receiving SSNM that provide for:

(i} Accurate identification and
measurement of the quantities shipped
and received;

(ii) Review and evaluation of shipper/
receiver differences on an individual
container or lot basis, as appropriate, on
a shipment basis, and on a batch basis
when required by Part 75 of this
Chapter; .

{ili) Investigation and corrective
action when shipper/receiver
differences exceed twice the estimated
standard deviation of the difference
estimator and the larger of 0.5 percent of
the amount of SSNM in the container,
lot, or shipment, as appropriate, or 50
grams of SSNM; and
~ (iv) Documentation of shipper/
receiver difference evaluations,
investigations, and corrective actions.

(2) Establish a scrap control program
that assures that;

(i) Internally generated scrap and
scrap from other licensees or:
contractors is segregated until
accountability is established; and

(ii} Any scrap measured with a
standard deviation greater than five
percent of the measured amount is
recovered so that the results are
segregated by inventory period and
received within six months of the end of
the inventory period in which the scrap
was generated except where it can be
demonstrated that the scrap
measurement uncertainty will not cause
noncompliance with § 74.59(e)(5).

(3) Incorporate checks and balances in
the MC&A system sufficient to control
the rate of human errors in material
control and accounting information.

(4) Perform independent assessments
at least every 12 months that assess the
performance of the MC&A system,
review its effectiveness, and document
management’s action on prior
assessment recommendations.
Assessments must include an evaluation
of the measurement control program of
any outside contractor laboratory
performing MC&A measurements for a
licensee, unless the contractor is also
subject to the requirements of § 74.59(e).

" {5} Assign custodial responsibility in a
manner that ensures that such
responsibility can be effectively
executed for all SSNM possessed under -
license. : ’

Dated at Washington, DC, this 20th day of
March, 1987, v

For the Nuclear Regulatory Commission.
John C. Hoyle,
Acting Secretary of the Commission.
[FR Doc. 87-6945 Filed 3-27-87; 8:45 am]
BILLING CODE 7580-01-M

DEPARTMENT OF TRANSPORTATION
Federal Aviation Administration .

14 CFR Part 39
[Docket No. 86-NM-07-AD; Amdt. 38-5592]

Airworthiness Directives; Lockheed-
Georgia Company Model 1329 Serles
Alrplanes (JetStar), Equipped With
Auxiliary Power Unit (APU) In
Accordance With STC SA1043WE o
STC SA3297WE

AGENCY: Federal Aviation
Administration (FAA), DOT.
ACTION: Final rule. -

SUMMARY: This amendment adopts a
new airworthiness directive (AD),
applicable to Lockheed Model 1329
series airplanes equipped with an
Auxiliary Power Unit (APU) in
accordance with STC SA1043WE or STC
SA3297WE, which requires the’
replacement of the APU fuel supply
shutoff valve with a modified valve.
This amendment is prompted by reports
of several incidents of fuel fumes
entering the passenger compartment
through the APU air inlet and air
conditioning system from APU fuel -
control leaks in the APU compartment.
This condition, if not’corrected, could
result in fuel fumes entering the
passenger compartment.

EFFECTIVE DATE: May 1, 1987.
ADDRESSES: The applicable service
informatiori may be obtained from
AiResearch Aviation Company,
Customer Support Department, 6201
West Imperial Highway, Los Angeles,
California 80045 or Lockheed-Georgia”

.Company, 86 South Cobb Drive, JetStar

Customer Support, Dept. 64-26, Zone
668, Marietta, Georgia 30063. This
information may be examined at the
FAA, Northwest Mountain Region, 17900
Pacific Highway South, Seattle,
Washington, or at 4344 Donald Douglas
Drive, Long Beach, California.

FOR FURTHER INFORMATION CONTACT:
Mr. Roy A. McKinnon, Aerospace
Engineer, Propulsion Branch, ANM-

140L. FAA, Northwest Mountain Region,

Los Angeles Aircraft Certification
Office, 4344 Donald Douglas Drive, Long
Beach, California 90808; telephone (213)
514-6327.

SUPPLEMENTARY INFORMATION: A
proposal to amend Part 39 of the Federal

. Aviation Regulations to include a new

airworthiness directive (AD) which
requires inspection and modification of
certain Lockheed Model 1329 series
airplanes in accordance with the
Accomplishment Instructions of
AiResearch Aviation Company Service
Bulletin (S/B) No. 11.37, dated December
18, 1984, or later approved revisions,
was published as a Notice of Proposed
Rulemaking {NPRM) in the Federal
Register on February 28, 1986 (51 FR .
7078}. The comment period for the
proposal closed on April 22, 1986.

Interested persons have been afforded
an opportunity to participate in the
making of this amendment. Due
consideration has been given to the
comments received.

The manufacturer submitted the only
comments. The FAA concurs with
several suggested editorial changes,
including the change of address for
obtaining documents from Lockheed-
Georgia, and the final rule has been
revised accordingly.

The manufacturer suggested that the
AD should be expanded to include other
STC's and other aircraft which may also
be affected by this same problem. The

‘FAA does not concur. After further

investigation, the FAA has determined
that the other STC's and aircraft
suggested by the manufacturer are not
affected.

The manufacturer also questioned the
need for the inclusion of paragraph B. of
the AD, as the APU is ground-operable
equipment only and it does not affect
the airworthiness of the airplane. The
FAA notes that Paragraph B. is included
to provide for the issuance of special
flight permits in those cases where it is
necessary to operate an aircraft to a
maintenance base for accomplishment
of requirements of the AD following the
expiration of the compliance period
specified in the AD; without this
authority, unless the APU installation is
deactivated, the aircraft could not be so
operated legally. The FAA has '
determined, therefore, that inclusion of
this paragraph in the AD is appropriate.

After careful review of the available
data, including the comments noted
above, the FAA has determined that air
safety and the public interest require the
adoption of the following rule with the
editorial changes previously noted.

- Ttis estimated that 77 airplanes of U.S.
registry will be affected by this AD, that
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it will take approximately 4 manhours
per airplane to accomplish the required

- actions, and that the average labor cost
will be $40 per manhour. Repair parts
are estimated at $726 per airplane.
Based on these figures, the total cost
impact of the AD on U.S. operators is
estimated to be $68,222.

For the reasons discussed above, the
FAA has determined that this regulation
is not considered to be major under
Executive Order 12291 or significant
under DOT Regulatory Policies and
Procedures (44 FR 11034; February 28,
1979); and it is further certified under the
criteria of the Regulatory Flexibility Act
that this rule will not have a significant
economic effect on a substantial number
of small entities, because of the minimal
cost of compliance per airplane ($886.).
A final evaliation has been prepared for
this regulation and has been placed in
the docket.

List of Subjects in 14 CFR Part 39
Aviation safety, Aircraft.

Adoption of the Amendment

PART 39—{AMENDED]

Accordingly, pursuant to the authority
delegated to me by the Administrator,
the Federal Aviation Administration
amends § 39.13 of Part 39 of the Federal
Aviation Regulations (14 CFR 39.13) as
follows:

1. The authority citation for Part 39
continues to.read as follows:

Authority: 48 U.S.C. 1354(a), 1421 and 1423;
49 U.8.C. 108(g) (Revised, Pub. L. 97-449.
January 12. 1983): and 14 CFR 11.89.

§39.13 [Amended]

2. By adding the following new
airworthiness directive:

Lockheed-Georgia Company: Applies to
Lockheed JetStar Model 1329 and JetStar
Model 1329-25 series airplanes, equipped
with an AiResearch Aviation Company
Model GTCP 30-92 Auxiliary Power Unit
(APU]) in accordance with STC SA1043WE
or STC SA3207WE, certificated in any
category. Compliance required as
indicated, unless previously accomplished.

- To minimize the potential for fuel fumes

entering the passenger compartment,
accomplish the following:

A. Within the next 800 hours time-in-
‘service or.12 months after the effective date
of this AD, whichever occurs earlier:

1. Install an improved APU fuél supply
shutoff valve, Valcor P/N V4700-130, in
accordance with AiResearch Aviation
Company Service Bulletin No. 11.37. dated
December 19, 1984, or lafer revisions -
approved by the Manager, Los Angeles
Aircraft Certification Office, FAA, Northwest
Mountain Region. .

2. Visually inspect the sealing joint of the
fuel control governor cover for fuel leaks, seal
(O-ring) extrusion, and cover distortion, and

replace, if necessary, prior to further flight, in
accordance with the AiResearch Aviation
Company Service Bulletin mentioned above.

B. Special flight permits may be issued in
accordance with FAR 21,197 and 21.199 to
operate airplanes to a base in order to
comply with the requirements of this AD.

C. Alternate means of compliance which
provide an acceptable level of safety may be
used when approved by the Manager, Los
Angeles Aircraft Certification Office, FAA,
Northwest Mountain Region.

All persons affected by this directive
who have.not already received the
appropriate service documents from the
manufacturer may obtain copies upon
request to the Lockheed-Georgia
Company, 86 South Cobb Drive, jetStar
Customer Support, Dept. 64-26, Zone
668, Marietta, Georgia, 30063; or
AiResearch Aviation Company,
Customer Support Department, 6201
West Imperial Highway, Los Angeles
California 80045. These documents may
be examined at the FAA, Northwest
Mountain Region, 17800 Pacific Highway
South, Seattle, Washington, or at 4344
Donald Douglas Drive, Long Beach,
California. .

This amendment becomes effective May 1.
1987.

Issued in Seattle. Washington, on March
18, 1987.

Wayne |. Barlow,

Director, Northwest Mountain Region.
[ER Doc. 87-6917 Filed 3-27-87: 8:45 am|
BILLING CODE 4910-13-M

14 CFR Part

{Airspace Docket No. 87-ANM-2],
Alteration of Control Zone, Portiand,
OR

AGENCY: Federal Aviation
Administration (FAA), DOT.
ACTION: Final rule; request for
comments.

SUMMARY: This action amends the
present description of the Portland,
Oregon, Control Zone. Due to a change
to the Troutdale, Oregon, (Portland-
Troutdale Airport) Control Zone
description, action is'necessary to
redescribe the Portland Control Zone
which abuts the Troutdale Control Zone.
This action will not increase the size of
the present control zone.

DATES: Effective 0901 UTC, June 4, 1987.
Comments must be received on or
before May 15. 1987.

ADDRESSES: Send comments on the rule
to: Robert L. Brown, ANM-534, Federal
Aviation Administration, Docket No, 87-
ANM-2, 17900 Pacific Highway South,
C-68966, Sealtle, Washington 98168,
Telephone: {206) 431-2534.

The official docket may be examined
in the Office of Regional Counsel at the
same address.

An informal docket may also be
examined during normal business hours
at the address listed above.

FOR FURTHER INFORMATION CONTACT:

Robert L. Brown, ANM~534, Federal

Aviation Administration, Docket No. 87—
ANM-2, 17900 Pacific Highway South,
C-68968, Seattle, Washington 98168,
Telephone: (206) 431-2534.

SUPPLEMENTARY INFORMATION:

Request for Comments on the Rule

Although this action is in the form of a
final rule, which involves the
redescription of the Portland, Oregon,
Control Zone which abuts the Troutdale,
Oregon, Control Zone and was not ‘
preceded by notice and public
procedure. comments are invited on the
rule. When the comment period ends,
the FAA will use the comments
submitted, together with other available
information, to review the regulation.
After the review, if the FAA finds that
changes are appropriate, it will initiate
rulemaking proceedings to amend the
regulation. Comments that provide the
factual basis supporting the views and
suggestions presented are particularly
helpful in evaluating the effects of the
rule and determining whether additional
rulemaking is needed. Comments are
specifically invited on the overall
regulatory, aeronautical. economic,
environmental, and energy aspects of
the rule.that might suggest the need to
modify the rule.

The Rule

The purpose of this amendment to
§ 71.171 of Part 71 of the Federal
Aviation Regulations {14 CFR Part 71} is
to redescribe the Portland, Oregon,
Control Zone which was made
necessary due to a change to the -
Troutdale, Oregon, Control Zone
description. Section 71.171 of Part 71 of
the Federal Aviation Regulations was
republished in Handbook 7400.6C dated
January 2, 1987

Under the circumstances presented,
the FAA concludes that there is an
immediate need for a regulation to
amend the Portland. Oregon, Control
Zone. Therefore, | find that notice and
public procedure under 5 U.S.C. 553(b)

- are impracticable and contrary to the

public interest.

The FAA has determined that this
regulation only involves an established
body of technical regulations for which
frequent and routine amendments are
necessary. to keep them operationally
current. It, therefore—{1) is not a "major
rule” under Executive Order 12291; (2} is
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not a “significant rule'" under DOT
Regulatory Policies and Procedures (44
FR 11034; February 26, 1979); and (3)
does not warrant preparation of a
regulatory evaluation as the anticipated:
impact is so minimal. Since this.is.a
routine matter that will only affect air
traffic procedures and air navigation, it
is certified that this. rule wilk not have.a.
. significant economic.impactona
substantial number of small entities
under the criteria of the Regulatory,
Flexibility Act.

List of Subjects in.14 CER.Part 71
Aviation safety, Control zones.
Adoption of the Amendment

PART 71—[AMENDED]

Accordingly, pursuant to-the authority
delegated to me; Part 71 of the Federal
Aviation Regulations (14 CFR:Part 71}is.
amended as follows:

1. The authority citation for Part 71
continues to read.as follows:

Authority: 49 U.S.C. 1348(a),. 1354(a};, 1510;
Executive Order 10854; 49 U.5.C. 106{g).

(Revised Pub. L. 97-449, January 12, 1983); 14
CFR 11.69

§71.171 [Amended]

2. Section 71.171 is amended.as
follows: :

Portland, Oregon, Control Zone
[Amended]

Delete the word, *. . . excluding the
portion within the Troutdale, Oregon,
Control Zone when it is. effective.”

Issued in-Seattle;. Washington, on March.
18, 1987.

Temple H. Johnson, Jr.,

Manager, Air Traffic Division, Northwest
Mountain Region.

[FR Doc. 87-6918 Filed 3-27-87; 8:45 am]
BILLING CODE 4910-13-M,

14 CFR Part 97
[Docket No. 25215; Amdt. No. 1343]

Standard Instrument Approach.
Procedures; Miscellaneous.
Amendments

AGENCY: Federal Aviation
Administration. (FAA}, DOT.
ACTION: Final rule.

sumMMARY: This amendment establishes,
amends, suspends, or revokes Standard’
Instrument Approach Procedures
(SIAPs) for operations at certain
airports. These regulatory actions are:
needed because of the. adoptien of new:
or revised criteria, orbecause of
changes occurring in. the. Nationali
Airspace System, such:as the

- commissioning of new navigational

facilities, addition of new obstacles, or
changes in air traffic requirements:.
These changes are designed to provide'
safe and efficient use of the navigable
airspace and.to;promote: safe: flight
operations under instrument flight rules-
at the affected: airports.
DATES: Effective: An effective date for
each SIAP is specified in the :
amendatory: provisions.

Incorporation by reference: Approved

by the Director of the Federal: Register

on December 3%, 1980; and reapproved
as of january 1, 1982. '
ADDRESSES: Availability of matters’
incorporated by reference in the
amendment is as follows:

For Examination—

1. FAA Rules Docket, FAA
Headgquarters Building, 800-
Independence Avenue, SW,,
Washington, DC 20591;

2. The FAA Regional Office of the
region in which: the-affected airport'is
located; or :

3. The Flight Inspection Field Office
which originated the SIAP..

For Purchase—Indjvidual SIAP copies:

may be obtained: from:

1. FAA Public Inquiry Center [APA~
430), FAA Headquarters Building; 800:
Independence Avenue, SW.,
Washington, DC 20591; or . :

2. The FAA Regional. Office of the
region in which the affected airportis
located. ’

By Subscription—Copies of all SIAPs,
mailed once every 2 weeks, are forsale’
by the Superintendent of Pocuments,
U.S. Government Printing Office,
Washington, DC. 20402,

FOR FURTHER INFORMATION CONTACT:
Donald K. Funai, Flight Procedures.
Standards Branch (AFS$-230}, Air
Transportation Division, Office of Flight
Standards; Federal Aviation
Administration, 800 Independence
Avenue, SW., Washington,, DC.20581;
telephone-(202) 426-8277. .
SUPPLEMENTARY INFORMATION: This
amendment to Part 97 of the Federal
Aviation Regulations.(14 CFR Part.97):
prescribes new, amended; suspended, ot

_ revoked Standard Instrument Approach.

Procedures (SIAPs). The complete.
regulatory description of each SIARis
contained in official FAA form:
documents. which:are incorporated By
reference in this amendment under 5:
U.S.C: 552(a); 1 CFR Part'51, and' § 97.20°
of the Federal Aviation Regulations
{FARs]. The applicable FAA Forms.are.
identified as FAA Forms:8260-3, 8260-4,.
and 8260-5. Materials incorporated by,
reference-are available forexaminatiom

-or purchase as stated'above:

The large:number of SIAPs, their
complex nature, and the need for a
special format maKe-their verbatim
publication in the Federal Register
expensive and impractical. Further; v
airmen donot use the regulatory text of
the SEAPS; but refer to their graphic
depiction on charts printed by
publishers of aeronautical materials.
Thus, the advantages of incorporation
by reference are realized and
publication of the complete-description
of each SIAP contained in FAA form
document is unnecessary. The
provisions of this amendment state.the
affected CFR (and FAR]) sections, with
the types and effective dates.ofthe:
SIAPs. This amendment also identifies
the airport, its location; the procedure:
identification and the amendment
number.

This amendment to Part 97 is effective
on the date of publication and eontains
separate SIAPs which have compliance
dates stated ag effective dates'based on
related changes in the National
Airspace Systenr or the application of’
new of revised criteria. Some SIAP
amendments may have-beer previously’
issued by the FAA in-a National Flight
Data: Center (FDC) Notice fo. Airmem
(NOTAM).as an emergency action of
immediate flight safety relating directly’
to published aeronautical charts. The
circumstances which created.the need.
for some SIAP amendments may Tequire.
making them effective inless than 30
days:. For the remaining;SIAPs, an
effective:date at least:30 days.after
publication is provided. .

Further, the SIAPs.contained:in this.
amendment.are based on the.criteria.
contained in the U.S. Standard:for
Terminal Instrument Approach
Procedures (TERPs). In developing these
SIAPs, the TERPs criteria were applied:
to the'conditions existing or-anticipated
at the affected airports. Because:of the
close and'immediate:relationship:
between these SIAPs and safety imair.
commerce, I find that notice and public
procedure before adopting these SIAPs
is unnecessary, impracticable, and.
contrary to-the public interest and,
where applicable, that good cause exists
for making some SIAPs effectivesin less
than 30 days. - S

The:'FAA has determined that this:

-regulation only involves an established:

body of technical regulations. for which
frequent.and routine amendments are
necessary to keep them operationally
current, It, therefore—{1)-is not.a- "major
rule” under Executive Order 12291;:(2) is:-
not a “significant rule'” under BOT
Regulatory Policies and Procedures (44
FR 11034; February 26; 1979); and' (3}
does not warrant preparationof a
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regulatory evaluation as the anticipated
impact is so minimal. For the same
reason, the FAA certifies that this
amendment will not have a significant
economic impact on a substantial
number of small entities under the
criteria of the Regulatory Flexibility Act.

List of Subjects in 14 CFR Part 97

Approaches, Standard instrument,
- Incorporation by reference.

* Issued in Washington, DC. on March 20
1987
John S. Kern,
Director of Flight Standards.

Adoption of the Amendment

PART 14—{AMENDED]

Accordingly, pursuant to the authority
delegated to me, Part 97 of the Federal
Aviation Regulations (14 CFR Part 97) is
amended by establishing, amending,
suspending. or revoking Standard
Instrument Approach Procedures,
effective at 0901 G.M.T. on the dates
specified, as follows: ‘

1. The authority citation for Part 97
continues to read as follows:;

"Authority: 49 U.S.C. 1348, 1354(a}, 1421, and

1510; 49 U.S.C. 106(g) (Revised, Pub. L. 97-449,

January 12. 1983: and 14 CFR 11.49({b)(2)).

§§97.23, 97.25, 97.27, 97.29, 97.31, 97.33,
and 97.35 (Amended]

By amending: §97.23 VOR, VOR/
DME, VOR or TACAN, and VOR/DME
or TACAN; §97.25 LOC, LOC/DME,
LDA, LDA/DME, SDF. SDF/DME;

§ 97.27 NDB, NDB/DME; § 97.29 ILS,
ILS/DME, ISMLS, MLS, MLS/DME,
MLS/RNAV; § 97.31, RADAR SIAPs;
§97.33 RNAV SIAPs; and § 97.35
COPTER SIAPs, identified as follows:

. Effective June 4, 1987

) Taylorvnlle. {L—Taylorville Mum, NDB RWY
18, Amdt. 2
Sikeston, MO—Sikeston Meml Muni, VOR
RWY 20, Amdt. 2
Sikeston, MO—Sikeston Mém! Muni, NDB
RWY 20, Amdt. 7
Utica, NY-—Oneida County, ILS RWY 33,
Amdt. 1
Hamilton, OH—Hamllton-Falrf' eld, NDB-A,
Orig
Youngstown, OH—Youngstown Muni, VOR
RWY 189, Amdt. 17
Youngstown, OH—Youngstown Muni, NDB
- RWY 32, Amdt. 17 .
Youngstown, OH—Youngstown Muni, ILS
RWY 14, Amdt. 4
Youngstown, OH—Youngstown Muni, ILS
RWY 32, Amdt. 23
Youngstown, OH—Youngstown Mum.
RADAR~1, Amdt. 10
Janesville, WI—Rock County, VOR RWY 4,
Amdt. 25
Janesville, Wi—Rock County, VOR/DME or
TACAN RWY 22, Amdt. 3

Janesville, WI—Rock County, ILS RWY 4,
Amdt. 10

. + . Effective May 7, 1987

Pell City, AL—St Clair County, VOR-A,
Amdt. 7

Madera, CA—Madera Muni, VOR RWY 30,
Amdt. 6

Marathon, FL—Marathon, NDB RWY 7,
Amdt. 1

New Smyrna Beach, FL—New Smyrna Beach
Muni, NDB RWY 29, Orig

Pensacola, FL—Pensacola Regwnal RADAR-
1, Amdt. 3

St. Petersburg-Clearwater, FL—St.
Petersburg-Clearwater Intl, VOR RWY 17L,
Amdt. 11

St. Petersburg-Clearwater, FL—St.
Petersburg-Clearwater Intl, LOC BC RWY
-35R, Amdt. 14

St. Petersburg-Clearwater, FL—St.
Petersburg-Clearwater Intl, NDB RWY 17L,
Amdt. 20

St. Petersburg-Clearwater, FL—5t.
Petersburg-Clearwater Intl, ILS RWY 17L,
Amdt. 19

Cairo, GA—Cairo-Grady County, NDB RWY
12, Amdt. 3

Thomasville, GA—Thomasville Muni, VOR

RWY 22, Amdt. 11, Cancelled ,

Welsh, LA—Welsh, VOR/DME RWY 6,
Amdt. 3

Bedford, MA—Laurence G. Hanscom Fld,
NDBRWY 28, Amdt.4 _

Pascagoula, MS—Jackson County, VOR RWY
18, Amdt. 9

Pascagoula, MS—Jackson County, NDB-A,
Amdt. 1

Pascagoula, MS—Jackson County, RNAV
RWY 13, Amdt. 3

St. Louts, MO—Lambert/St Louis Intl, ILS
RWY 30R, Amdt. 4 ,

Matawan, NJ—Marlboro, VOR-A, Amdt. 1

Matawan, NJ—Marlboro, RNAV RWY 8,
Amdt. 1

Old Bridge, N]—Old Bridge, VOR RWY 24,
Amdt. 3

. Truth or Consequences, NM—Truth or

Consequences Muni, VOR-A, Amdt. 8

Lumberton, NC—Lumberton Muni VOR
RWY 13, Amdt.7 .

Waxhaw, NC—Jaars-Townsend, VOR/DME-~
A, Amdt. 3

Wilkesboro, NC—Wilkes County, NDB RWY
24, Amdt. 6

Tulsa, OK—Tulsa Intl, RNAV RWY 17L,
Amdt. 3, Cancelled

Tulsa, OK—Tulsa Intl, RNAV RWY 35R,
Amdt. 2, Cancelled )

Altoona, PA—Altoona-Blair County, VOR-A,
Amdt. 3

Altoona, PA—Altoona-Blair County, LS
RWY 20, Amdt. 4

Greenville, SC—Greenville Downtown, ILS
RWY 36, Amdt. 27

North Myrtle Beach, SC—Grand Strand ILS
RWY 23, Amdt. 8

Knoxville, TN—Knoxville Downtown Island,
VOR/DME-B, Amdt. 3

Houston, TX—Ellington Field, VOR/ DME or
TACAN RWY 4, Amdt. 1

Houston, TX—Ellington Field, VOR/DME or
TACAN RWY 17R, Amdt. 1

Houston, TX—Ellington Field, VOR/DME or

- TACAN RWY 22, Amdt. 1

' Houston, TX—Ellington Field, VOR/DME or

TACAN RWY 351, Amdt. 1

Houston, TX—Ellington Field, ILS RWY 17R,
Amdt. 1

Houston, TX—Ellington Field, ILS RWY 35L,
Amdt.1

Port Isabel, TX—Port Isabel-Cameron
County, VOR-A, Amdt. 4

Port Isabel, TX—Port Isabel-Cameron
County, VOR/DME-B, Amdt. 1

Walla Walla, WA—Walla Walla City
County, VOR RWY 2, Amdt. 10

Walla Walla, WA—Walla Walla City
County, VOR RWY 16, Amdt.11

Walla Walla, WA—Walla Walla City
County, NDB RWY 20, Amdt. 5

Walla Walla, WA—Walla Walla City
‘County, ILS RWY 20, Amdt. 5

. . « Effective April 9, 1987

Jefferson City, MO—Jefferson City Meml,
VOR RWY 12, Amdt. 13, Cancelled

Jefferson City, MO—]Jefferson City Meml,

VOR RWY 30, Amdt. 10, Cancelled
Jefferson City, MO—Jefferson City Meml,
LOC RWY 30, Amdt. 5
Wilkes-Barre/Scranton, PA~—Wilkes-Barre/
Scranton Intl, NDB-A, Amdt. 15
Wilkes-Barre/Scranton, PA—Wilkes-Barre/
Scranton Intl, ILS RWY 4, Admt, 32
Wilkes-Barre/Scranton, PA—Wilkes-Barre/
Scranton Intl, RADAR-1, Admt. 11

. Effective March 13, 1987

Clarksburg, WV—Benedum, ILS RWY. 21,
Amdt. 11

. . . Effective March 12, 1987

Providence, Rl—~Theodore-Francis Green
-State, ILS RWY 5R, Amdt. 12

The FAA published an Amendment in
Docket No. 25203, Amdt. No. 1342 to Part
97 of the Federal Aviation Regulations
(VOL 52 FR No. 51 Page 8245; dated
Tuesday, March 17, 1987} under Part 97
Effective 7 May 87 which is hereby
amended as follows:

Honolulu, HI—Honolulu Intl, VOR or
TACAN-A, Amdt. 1, Eff 7 MAY 87 should
read

Honolulu, Hi—Honolulu Intl, VOR or
TACAN-A, Amdt. 1, Eff 9 APR 87

Honolulu, Hi—-Honolulu Intl, VOR/DME or
TACAN-B, Amdt. 1, Eff 7 MAY 87 should
read

Honolulu, HI—Honolulu Intl, VOR/DME or
TACAN-B, Amdt. 1, Eff 8 APR 87

Honolulu, HI—Honolulu Intl, LDA/DME
RWY 26L, Amdt 5, Eff 7 MAY 87 should
read

Honolulu, HI—Honolulu Intl, LDA/DME
RWY 26L. Amdt. 5, Eff 9 APR 87

Honolulu, HI—Honolulu Intl, NDB RWY 8L,
Amdt. 19, Eff 7 MAY 87 should read

Honolulu, Hi—Honolulu Intl, NDB RWY 8L,
Amdt. 19, Eff 9 APR 87

Honolulu, HI—Honolulu Intl, ILS RWY 4R,
Amdt. 11, Eff 7 MAY 87 should read

Honolulu, Hi—Honolulu Intl, ILS RWY 4R,
Amdt. 11, Eff 9 APR 87

Honolulu, HI—Honolulu Intl, ILS RWY 8L,
Amdt. 21, Eff 7 MAY 87 should read

Honolulu, HI, Honolulu Intl, ILS RWY 6L,
Amdt. 21, Eff 9 APR 87
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§97.25 [Amended] :

The FAA published an Amendment in’
Docket No. 25203, Amdt. No. 1342 to Part
97 of the Federal Aviation Regulations
(VOL 52 FR No. 51 Page 8245; dated
Tuesday, March 17, 1987) under § 97.25
Effective 7 May 87 which is hereby
amended as follows:

St. Mary's, AK—St. Mary's; LOC/DME RWY

16 Amdt. 1, Eff Z MAY 87 shauld read
St. Mary's, AK, St. Mary’s, LOC/DME RWY

16 Amdt. 1, Eff 24 FEB 87
[FR Doc. 87-8919 Filed. 3-27-87; 8:45-am]|
BILLING CODE 4910-13-M:

DEPARTMENT OF THE TREASURY
Customs. Service

19 CFR Parts 6 and 178

[T.D. 87-42}

Overtlight Exemptions for Private.
Aircraft

AGENCY: U.S. Customs Service,
Department of the Treasury.

ACTION: Interim rule; solicitation of
comments.

SUMMARY: This document sets forth
interim amendments to the Customs
Regulations that modify the overflight .
exemption program for private aircraft..
If exempted, private aircraff arriving in
the U.S. from foreign countries.in the
Easternr Hemisphere south of the 1S,
may overfly a Customs designated
airport along the southern U.S. border -
and proceed to another; typically more
interior; airport where Customs
inspectional services are available, The
regulfations provide forthe continuation
of overflight exemptions but with. more
stringent application procedures. Also,

new restrictions on the actual conduct of

overflights sucl as equipment necessary
on the aircraft and minimum flying
altitudes will enhance narcotic
enforcement efforts by aiding in radar
tracking of aircraft usmg overflight
exemptions.

This action is being takern as:part of
Customs continuing efforts to interdict
narcotic smuggling in the southern
portion of the U.S. The principal mode of
transportation used to smuggle cocaine
and cocaine'products into the .S, is
general aviation aircraft and the
principal source of such products is
South America. These regulations will
close a loophole in interdiction efforts
concerning a large volume of air traffic
traveling fromr the direction of narcotic
source countries. Aircraft that are
allowed to bypass Customs inspection
at or very near the U.S. border can be
used by smugglers for illegal activities

between the border and more interior
inspectional sites. These regulations will
simplify the tracking of aircraft, reduce
the possﬂnhty of air drops or “touch and.
go" smuggling by aircraft with overflight
exemptions, and allow the reallocation
of resources now: spent. o processing’
overflight exemptions:into active drug:
interdiction efforts.

DATES: Effective March 30;,1987. Written
comments must be received.on or before
May 29, 1987.

ADDRESS: Written. comments. (prefemb[y
in triplicate) must be:submitted to-and-
may be inspected at the Regulations
Control Branch, Room. 2426, U.S. .
Customs. Service; 1301. Constitutien
Avenue, NW., Washington, DC 20229.

- FOR FURTHER INFORMATION.CONTACT:.

Dennis Benjamin, Office of Passenger
Enforcement and Fagcilitation (202-566—
5608). .

. SUPPLEMENTARY INFORMATION:

Background

As:part of Customs effort toicombat
the problem.of drug smuggling by. air, in
1975 the Customs: Regulations were:
amended to.add:-a new § 6.14 (19 CFR
6.14), that provides in part that private:
aircraft arriving in the U.S. via the U.S.-

Mexican border must provide a notice of

intended arrival with.Customs {F.I: 75—
201, 40 FR 33203} The section further
provides that these private aircraft. must
land at any one of the designated
airports near the U.S.-Mexican border.
The purpose of this regulationr was to
provide: Customs with increased:
enfercement efficiency by providing:
tight control over air traffic. arriving:
from the direction of countries that are
major sources. of illegal drugs destined.
for the U.S.

In our diligence to-fight the' rratwnal
epidemic of illegal drugs. Customs:has:
amended § 6.14. Customs. Regulations,
several times since 1975. Amendments:
have included extending coverage to
private aircraft arriving via the Pacific,
Gulf of Mexico; or Atlantic coasts: (T.D:.
83-192; 48 FR 41381}; expanding
coverage by modifying the definition of
private aircraft (T.D. 84-2367 49 FR
46885); and extending the coverage to-
include some flights arriving from Puerto
Rico and all flights arriving from the U.S.
Virgin Islands, increasing from 15
minutes to one hour the minimum: time.
required for notice to be given prior to

penetrating U.S. air space, and requiring, -

aircraft seeking exemption from landing:
requirements to be equipped with
functioning: transponders: (F.B:. 86-72; 51
FR 11004)..

Most recently Customs. arnended
§ 6.14(g) by removing San Diego :
International Airport (Lindbergh Field]

from the list of designated airports..
Customs discovered that smugglers.
were taking advantage of Lindbergh
Field's location 15 miles.from. the. U.S.-
Mexican border to engage in.smuggling,
after crossing the. border, but before:
reporting for inspection at Lindbergh
Field. (T.D. 86-146; 51 FR 27836)..
Customs noew finds it.necessary to:
amend § 6.14(f), concerning, exemptions.
from the landing requirements.. These.
exemptions, called overflight
exemptions, allow private aircraft
arriving in: the: U.S. from:foreign
countries.in the; Western: Hemisphere:
south of the: U.S., to:overfly a Customs-

‘designated airport along the southern:

border and praceed to another; typically:
more:interior; airport where Customs:
inspectional services are available.

Customs is: of the opinion: that the:
existing overflight exemption program.
constitutes:an unnecessary loophole in.
our drug interdiction: efforts.. The:
pmnmpahsource of cocaine’andicocaine
products is South America, and the.
principal mode. of transportation used to. .
smuggle such contraband into the U.S: is
general aviation aircraft. By enhancing |
the overflight exemption program;,
Customs will achieve the. tight control
over air traffic coming from the direction
of major drug source countries that is-
necessary toeffectively combat the:
epidemic of illegal drugs afflicting the
U.S. When aircraft are-allowed to:
bypass Customs:inspection at or very’
near the border, smugglers have:
excessive opportunity to:engage:in
illegal activities: between the border and
more interior inspectional sites:

Smugglers.can take advantage of anr
overflight exemption and engage'in
“touch and go” or-air drop smuggling of
illegal drugs and contraband. “Touch
and:go’ " smuggling involves aircraft
crossing the U.S. border and fanding and .
quickly unloading illegal drugs or
contraband before flying to the airport
at which they will report for inspection.
Air drop smuggling involves flying very
low over some point between the border
and the airport at which they will report
for inspection, pushing illegal drugs or
contraband out of the aircraft to be
retrieved on the ground, and continuing
on to the airport.

Madified: Procedure.

The application. procedure. for
overflight exemptions.is being modified.
to allow only U.S. based companies.or
individuals to. apply. This is necessary
because Customs must thoroughly
investigate. the background. of alk
applicants and only has access.ta suchs
detailed information en:those that.are
U.S. based. Also, individual applications
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from each pllot or crewmember intended
to participate in‘an overflight must
accompany the general overflight
application. To enhance enforcement
efforts, applications will only be
considered from applicants flying
-aircraft equipped with mode C
transponders that will be able to
conduct overflights at a minimum -
altitude of 12,500 feet mean sea level.
This will enable accurate radar
identification and tracking of overflight
aircraft. '

The modification of the overflight
exemption program will benefit Customs
in four principal ways. (1) Tracking of
general aviation aircraft will be
simplified. With a reduction in the

‘number of overflight exemptions, at
least 92 percent of the general aviation
aircraft arriving from a foreign country
crossing the southern border will have
to make an initial landing for inspection
at the designated airports before
proceeding to'their designation. (2)
Parties holding an overflight exemption
would.no longer have a potential
advantage in smuggling through the use
of their overflight exemptions to air-drop
illegal drugs and contraband or to
“touch and go" before reporting for
Customs inspection..(3) Customs would
be able to concentrate its specialized
aircraft inspection resources at the
designated airports. (4} Customs would . .
save a considerable number of
manhours per year now spent
processing overﬂlght exemption
applications since the modified
overflight program will result in fewer
applications: The time saved by
Customs officers in not processing
applications could be re-deployed to
interdict narcotics smugglers.

Customs is aware of the
inconvenience that these modifications
will cause affected parties. However, we
are of the opinion that the increasing use
of general aviation aircraft to smuggle
narcotics into the U.S. warrants the
scope and immediacy of our actions.
Accordingly, commencing on the’

" effective date of these interim-
regulations, all applications will be
judged by the criteria set forth in thxs
" document.

" Comments .

Before adopting the interim
regulations as a final rule, consideration
will be given to any written comments
{preferably in triplicate) timely
submitted. Comments submitted will be
available for public inspection in
accordance with the Freedom of

. Information Act {5 U.S.C. 552}, § 1.4,
Treasury Department Regulations (31
CFR 1.4} and § 103.11(b}, Customs
Regulations (18 CFR 103.11(b}]}, on

normal business days between the hours
of 9:00 a.m. and 4:30 p.m. at the
Regulations Control Branch, Customs
Service Headquarters, Room 2426, 1301
Constitution Avenue, NW., Washington,
DC 20229. .

Inapplicability of Notice and Delayed
Effective Date Requirements

The severity of the drug problem in
the U.S. is well documented. Customs is
always looking for weak links in our
drug interdiction efforts and when
found, seeks to correct them as
expeditiously as possible. The overflight
exemption program is providing a -
loophole in our enforcement efforts that

- could be allowing illegal drugs and

contraband to enter the U.S. Therefore,
Customs has determined that it would
be contrary to the public interest to
unnecessarily delay the modifications to

- the overflight exemption program

contained in the interim regulations.
Accordingly, it has been determined that
pursuant to 5 U.S.C. 553(b}(B}, notice
and public procedure are contrary to the
public interest. For the same reasons, a
delayed effective date is being -
dispensed with in accordance with 5

. U.S.C. 553(d)(3).

Executive Order 12281

This is not a “major rule” as defined
in § 1{b} of E.O. 12291. Accordingly, a
regulatory impact anaiysis is not

_ required.

Regulatory Flexxbnhty Act
_Under the provision of the Regulatory

. Flexibility Act (5 U.S.C. 601 et seq.), it is

certified that these amendments will not
have a significant economic impact on a
substantial number of small entxtxes

'Paperwork Reduction Act

The reporting requirements in these
interim regulations are subject to the
Paperwork Reduction Act of 1980 (44
U.S.C. 3501). Accordingly, the document
has been submitted to and approved by
the Office of Management and Budget

and assigned control number 1515-0153. '

List of Subjects *

:29 CFR Part 8

Customs duties and inspection,
Imports, Air Carriers, Aircraft, Airports.

19 CFR Part 178
Reporting and recordkeeping

requirements, Paperwork requirements, .

Collections of information.
Amendments to the Regulations

Parts 6 and 178, Customs Regulatlons
{19 CFR Parts 6, 178}, are amended as
set forth below: .

PART 178—APPROVAL OF
INFORMATION COLLECTION
REQUIREMENTS -

1. The authority citation for Part 178
continues to read as follows:

Authority: 5 U.S.C. 301,19 US.C. 1624 44
USs.C. 3501 et seq.

§178.2 [Ameng!ed]

2. Section 178.2 is amended by
inserting *, 1515-0153", under the:
column headed “OMB Control No.",
following the number "1515-0098",

‘ opposite the listing for § 6.14.

PART 6—AIR COMMERCE
REGULATIONS '

1. The authority citation for Part 6
continues to read as follows:

Authority: 5 U0.5.C. 301; 18 U.S.C. 66,1202
(Gen. Hdnote 11}, 1624; 48 U.S.C. 1474, 1509,

2. Section 6.14(f) is revised to read as-
follows: '

§6.14 Private aircraft arrlving from areas
south of the U.S. .

* * * * *

(f) Exempt:ons from the Iandmg
requirement, 1) Companies principally
headquartered in the U.S. or individuals
principally residing in the U.S. that have
operational control over U.S. registered
aircraft required to furnish a notice of
intended arrival in-compliance with
paragraphs (a), (b), or (¢} of this section
may request an exemption from the
landing requirement specified in
paragraph (d) of this section. Approval
of the request and granting of authority
to be exempted from the landing
requirement specified in paragraph (d)
are at the discretion of the district
director. The request shall be submitted
to the district director in charge of the .
airport at which the majority of Customs
processing of overflights is desired by
the applicant. Requests shall be
submitted to the appropriate district
director at least 30 days before the
anticipated first arrival if the request is
for an,exemption covering a number of
flights over-a period of 1 year, or at least
15 days before the anticipated arrival if
the request is for a single flight. The
request must be signed by an officer of
the company or by the individual, be
witnessed by a notary public or ,
Customs officer, and include the
following information (Note—Where the
Sacial Security number is requested,
furnishing of the SSN is voluntary. The-
authority to collect the SSN is 19 U.S.C.
66 and 1624. The primary purpose for
requesting the SSN is to assist in
ascertaining the identity of the
individual so as to assure that only law
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abldmg persons will be granted
permission to land at interior airports in
the U.S. without first landing at one of
the airports designated in § 6.14(g). The
SSN will be made available to Customs
personnel on a need to know basis.
Failure to provide the SSN may result in
a delay in processing of the application):

(i} Aircraft U.S. registration.number(s)
and manufacturer’s serial number(s) for
all aircraft owned or operated by the
applicant that will be utilizing the:
overflight exemption;

(i} Identification information for each
aircraft including class, manufacturer, .
type, number, color scheme, and type of
engine (e.g., turbojet, turbofan,
turboprop, reciprocating, helicopter,
etc.);

(iii) A statement that the aircraft is
equipped with a functioning mode C
(altitude reporting) transponder which
will be in use during overflight, that the
overflights will be made in accord with
instrument flight rules {IFR), and that the
overflights will be made at altitudes at
or above 12,500 feet mean sea level
(unless otherwise instructed by Federal
Aviation Administration controllers);

{iv) Name and address of the
applicant operating the aircraft (if the
applicant is a business entity, the
address of the headquarters of the
business [include state of incorporation
if applicable], and the names, addresses,
Social Security numbers, and dates of
birth of the officers of the business);
name, address, Social Security number,
and date of birth of the company officer
or individual signing the application. If
the aircraft is operated under a lease,
the name, address, Social Security
number, and date of birth of the owner if
an individual, or the address of the
headquarters of the business [include
state of incorporation if applicable], and

- the names, addresses, Social Security
numbers, and dates of birth of the
officers of the business;

(v) Individual, signed applications
from each usual or anticipated pilot or
crewmember for all aircraft for which an
overflight exemption is sought stating
name, address, Social Security number,
Federal Aviation Administration
certificate number, and place and date
of birth; )

(vi} A statement from the individual
signing the application as specified in
paragraph (f}{1}(iv] of this section that
the pilot({s) and crewmember{s)
responding to paragraph (f)(1)(v) of this
section are those intended to conduct
overflights, and that to the best of the
individual's knowledge, the information -
supplied in response to paragraph
(£)(1)(v) of this section is accurate;

(vii) Names, addresses, Social .
Security numbers, and dates of birth for

all usual or anticipated passengers (An
approved passenger must be on board to
utilize the overflight exemption);

{viii} Description of the usual or
anticipated baggage or cargo; = -

(ix) Description of the applicant's -
usual business activity;

{x) Name(s) of the au‘port(s} of -
intended first landing in the U.S. Actual
overflights will only be permitted to
specific approved airports: (See
paragraph (f)(4){iv) of this section);

(xi) Foreign place or places from
which flight(s) will usually originate;
and

(xii) Reasons for request for overflight
exemption.

(2) If a private aircraft is granted an
exemption from the landing requirement
specified in paragraph (d) of this
section, the aircraft must furnish notice
to Customs in accordance with
paragraph (d) of this section at least 60
minutes before:

(i) Crossing into the U.S. over a pomt
on the Pacific Coast north of 33 degrees
north latitude; or

(ii) Crossing into the U.S. over a point

of the Gulf of Mexico or Atlantic Coasts -

north of 30 degrees north latitude; or
(iii) Crossing into the U.S. over the
Southwestern land border (defined as
between Brownsville, Texas, and San
Diego, California). Southwestern land
border crossings must be made while

flying in Federal Aviation

Administration published airways.

(iv) The notice shall be givento a
designated airport specified in -
paragraph (g) of this section. The notice
may be furnished directly to Customs by
telephone, radio, or other means, or may
be furnished through the Federal
Aviation Administration to Customs. If
notice is furnished pursuant to this
paragraph, notice pursuant to

. paragraphs (a) and (b) of this sectwn is

unnecessary.

{3} All overflights must be conducted
pursuant to an instrument flight plan
filed with the Federal Aviation
Administration prior to the
commencement of the overflight.

(4) The owner or aircraft commander

-of a private aircraft granted an

exemption from the landing requirement
must: .

{i) Notify Customs of a change of
Federal Aviation Administration
registration number for the aircraft;

(ii) Notify Customs of the sale, theft,
modification, or destruction of the
aircraft;

{iii) Notify Customs of changes of -
usual or anticipated pilots or
crewmembers as specified in paragraph
(£)(1}(v) of this section. Every pilot-and
crewmember participating in an
overflight must have pnor Customs

approval either through initial
application and approval, or through a
supplemental application submitted by °
the new pilot or crewmember é@nd’
approved by Customs before
commencement of the pilot's or
crewmember's first overfllght

{iv) Request permission from Customs
to conduct an overflight to an airport not
listed in the.initial overflight application
as specified in paragraph (f)(1)(x) of this
section. The request must be directed to

* the district director who approved the

initial request for an overflight - -
exemption.

(v) Retain copies of the initial request
for an overflight exemption, all
supplemental applications from pilots or
crewmembers, and all requests for
additional landing privileges, as well as
a copy of the letter from Customs of
approval for each of these requests. The
copies must be carried on board any
aircraft during the conduct of an
overflight.

(vi) The notifications spec1fied in this..

- paragraph must be given to Customs

within 5-working days of the change,
sale, theft, modification, or destruction, ...
or before a flight for which there is an
exemption, whichever occurs earlier.

(5) Applicants for overflight
exemptions must agree to make the
subject aircraft available for inspection
by Customs to determine if the aircraft
is capable of meeting Customs -
requirements for the proper conduct of
overflight. Inspections may be
conducted during the review of an initial
application or at any time during the
term of an overflight exemption.

Drafting Information

The principal author of this document
was John E. Doyle, Regulations Control
Branch, Office of Regulations and
Rulings, U.S. Customs Service. However,
personnel from other offices partxclpated
in its development. . .

- William von Raab,

Commissioner of Customs.
Approved: March 12, 1987.
Francis A. Keating I,
Assistant Secretary of the Treaswy
[FR Doc. 87-7007 Filed 3-27-87; 8:45 am]
BILLING CODE 4820-02-M

Internal Revenue Service
26 CFR Part 1
[T.D.8132]

Income Tax; Safe Harbor for Certain
instaliments of Corporate Estimated
Tax Due Before July 1, 1987

AGENCY: Internal Revenue Service, . ~
Treasury.
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AcTiON: Temporary regulations.

SUMMARY: This document contains
temporary regulatwns providing a safe
harbor for certain installmeénts of '

corporate estimated tax due before July .

1, 1987. The temporary regulations .
permit a corporation to compute its
installment payment or payments due
before that date by reference to its

taxable income for the preceding year if |

a subsequent installment payment

brings the corporation’s aggregate
payments for the year up to a specified
minimum amount. The regulations assist
corporations in complying with the law
-despite the uncertainty arising from the
recent enactment of the Tax Reform Act’
of 1986 and the Superfund Amendments .
and Reauthorization Act of 1986.
EFFECTIVE DATE: March 30, 1987.

FOR FURTHER INFORMATION CONTACT:
Cynthia E. Grigsby of the Legislation
and Regulations Division, Office of
Chief Counsel, Internal Revenue
Service, 1111 Constitution Avenue, NW.,
Washington, DC 20224 {Attention:
C(flLR :T} {202-343-0232, not a-toll-free
call)

SUPPLEMENTARY INFORMATION: '
Background

The Tax Reform Act of 1986 (Pub. L.
99-514, 100 Stat. 2085), enacted October
22, 1986, and the Superfund
Amendments and Reauthorization Act
of 1986 (Pub. L. 99499, 100 Stat. 1760},
enacted October17, 1986, made changes -
to the Internal Revenue Code that
substantially affect the determination of -
corporate tax liability. For example, the
Tax Reform Act substantially revised
Code Section 55 and added new section
263A, relating to capitalization and
inclusion in inventory costs of certain -
expenses. The Tax Reform Act requires
corporations to take the alternative
minimum tax under section 55 into - -
account in computing.their estimated
tax payments. The Superfund
Amendments and Reauthorization Act
added new Code section 594, relating to
environmental tax. That Act requires
corporations to take the tax under
section 59A into account in computmg
their estimated tax payments, Sections
55 and 59A are generally effective for
taxable years beginning after December
31, 1986. Section 263A generally applies
to costs incurred after December 31,
1988, in taxable years ending after that
date, except that, in the case of
inventory property, section 263A applies
to costs incured in taxable years
beginning after December 31, 1986.. :

Because of the substantial number of -
changes to the:Code, corporations may
be uncertain about the proper tax

treatment of numerous items that they
must take into account in determining -
their estimated tax liability for
estimated tax payments due before July
1, 1987 As-a result, many corporations -

are concerned abotit possible penalties
under section 6655 for failure to make: -

adequate installment payments of
estimated tax (“the underpayment
penalty”}). Although some corporations
can avoid underpayment penalties by

computing their estimates tax liability -

on the basis of their tax or their income
for the preceding year, these special
rules are not available to a “large
corporation,” that is, a corporation with

$1,000,000 or more of taxable income in

any of its last three taxable years. For -
many “large corporations,” the only
practical method of computing
installment payments of estimated tax
that precludes an underpayment penalty
is the “annualization” method.Under the
“annualization” method a corporation
projécts its taxable income for the entire
year on the basis of its taxable income
for the annualization period. However,
because of the substantial changes to -
the Code many corporations may find it

. difficult to compute in a timely manner

their taxable income for the

annualization periods in the first part of -

the year..

Because of the circumstances
described above, the Commissioner of
Internal Revenue has determined that
proper administration of the tax law
requires that corporations using the
annualization exception be provided
with a special “safe harbor” for the

computation of installment payments of -

corporate estimated tax due before ]uly
1, 1987,

Explanation of Provisions

The temporary regulations provide a
safe -harbor for certain installment
payments of corporate estimated tax
due before July 1, 1987. The safe harbor
is computer by reference to the regular

tax to which the corporation is subject, -

but the safe harbor payment is treated
as including any alternative minimum

. tax or environmental tax that the

corporation is required to include in its
estimated tax payments. The safe
harbor is available only with respect to
installment payments for taxable years
beginning after December 31, 1986.
Under the safe harbor provided in the
temporary regulations, a corporatlon
using the “annualization” exception
provided in section 6655(d}(3) may
compute any installment payment of
estimated tax due before July 1, 1987, by
assuming that its annualized taxable
income for the current year equals or -
exceeds 120 percent of the taxable
income shown on its.return for the:

preceding year (adjusted to eliminate
any net operating loss deduction). The -
foreign tax credit for purposes of
computing the amount of the safe harbor

instaliment payment is determined.on

the basis of.the:foreign tax credit . .

~ allowed on the return for the proceding

year (adjusted for the reduction in tax
rates for taxable years beginning after
December 31, 1986, and other changes in -
the foreign tax credit provisions}.

The safe harbor refers to the taxable.
income shown on the return for the

. preceding year. A corporation that has

obtained an extension of time to file its
return for the preceding year may be
required to make one or two installment
payments of estimate tax for the current
year before it files that return. However;
a corporation must estimate its taxable .
income to détermine the tentdtive tax

. that it must show on Form 7004,

Application for Automatic. Extension of
Time to File Corporation Income Tax
Return: Thus, although- the corporation
may not yet have filed a return, it will
have the information that it needs for
purposes of the safe harbor.

A corporation may use the safe harbor
only if it makes a timely subsequent
installment payment of estimated taxes
that, when added to the earlier
installment payment or payments,
equals or exceeds the lesser of (i) 45
percent of the tax shown on its return
for the year (67.5 percent, if the
subsequent installment is the third
installment payment for the year) or (ii)
the amount required to satisfy the
annualization exception of section
6655(d){3) (computed without regard to
the safe harbor). For purposes of the
temporary regulations, the subsequent
installment payment is the first
installment payment of estimated tax
that is not computed under the safe
harbor. For example, if a calendar year
corporation uses-the safe harbor for the
first installment payment due April 15,
1987, and does not use the safe harbor
for its second installment payment due
June 15, 1987, the corporation’s second
installment payment is required to equal
or exceed:

(i) An amount equal to 45% of the tax
shown on its return for the year, or

(ii) An amount sufficient to avoid an
underpayment penalty under section
6655{d)(3) (applied without regard-to the
safe harbor).

If a calendar year corporation uses the
safe harbor for both the first and second
installment payments, the corporation’s
third installment payment due
September 15, 1987, lS required to’ equal
or exceed: .

(i) An amount equal to 67.5%. of the
tax shown on its return for the year; or
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(ii} An amount sufficient to avoid an
underpayment penalty under section
6655(d)(3) (applied without regard to the
safe harbor).

If a corporation fails to make the
necessary subsequent installment
payment, it may be subject to the
underpayment penalty under the usual
rules for any earlier instaliment
payment. However, § 1.6655-2T(c}(5) of
the temporary regulations includes a
limitation on the aggregate amount of
penalty that may be assessed on any
earlier instaliment payments. The
limitation equals the penalty that would
be assessed on the deficiency in the
subsequent installment payment if the
deficiency were treated as an
underpayment of estimated tax.

Nonapplicability of Executive Order
12291

The Commissioner of Internal

- Revenue has determined that this
temporary rule is not a major rule as .
defined in Executive Order 12291 and
that a regulatory impact analysis
therefore is not required.

Regulatory Flexibility Analysis

A general notice of proposed
rulemaking is not required by 5 U.5.C.
553 for temporary regulations.
Accordingly, the temporary regulations
do not constitute regulations subject to
the Regulatory Flexibility Act (5 U.S.C.
chapter 6).

Drafting Information

The principal author of these
temporary regulations is Paul A. Francis,
of the Legislation and Regulations
Division of the Office of Chief Counsel,
Internal Revenue Service. However,
personnel from other offices of the
Internal Révenue Service and Treasury
Department participated in developing
the regulations, on matters of both
substance and style.

List of Subjects in 26 CFR 1 6654-1—
1.6696-1

Income taxes, Administration and
procedure, Penalties, Additions to tax.

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR Part 1 is
amended as follows:

PART 1—[AMENDED)
Paragraph 1. The authority for Part 1

continues to read in part:
Authority: 26 U.6.C. 7805.* * *
Par. 2. New § 1.6655-2T is added

immediately after § 1.6655-2 to read as
follows:

§ 1.6655-2T Safe harbor for certain
installments of tax due before July 1, 1987
(temporary).

(a) Applicability—{1) Safe harbor.
The safe harbor provided by paragraph
(b) of this section appliesonlyto - -
installment payments of corporate
estimated tax required to be made

 before July 1, 1987, for taxable years

beginning in 1987.

(2) Subsequent payment. The
requirement that a corporation using the
safe harbor provided by this section .
make a timely subsequent instaliment

. payment in accordance with paragraph
_ (c) of this section applies with respect to

the corporation’s first installment
paymenit (“the subsequent installment

- payment”) of estimated tax required to

be made after the last payment
computed under the safe harbor rule.
(3) Section inapplicable to new

corporation. This section shall not apply

in the case of any corporation whose
first taxable year began after December
31, 1986,

(b} Safe harbor for use of
annualization exception—{1) In general.
A corporation computing an installment
payment of estimated tax using the
annualization exception provided in
section 6655(d}(3) will not be subject to
an addition to tax under section 6655
with respect to an installment payment
of estimated tax that satisfies the
requirements of this paragraph (b),
except as provided in paragraph (c) of
this section. For purposes of this
paragraph (b}—

(i} A corporation shall assume that its
annualized taxable income for the
current year equals or exceeds 120 -
percent of the taxable income shown on
its return for the preceding taxable year,
and

(ii) The term "tax” as used in section
6655(d)(3) shall be defined by reference
to section 66855(f) without regard to
section 6655(f)(1) (B) and (C) (that is,
without regard to the alternative
minimum tax imposed by section 55 or
the environmental tax 1mposed by
section 59A).

(2) Special rules for determining
taxable income for preceding year. For
purposes of paragraph (b)(1)(i) of this
section, the taxable income shown on
the return of the corporation for its.
preceding taxable year shall be—

(i} Adjusted to eliminate any net:
operating loss deduction taken into
account in that preceding year, and

(ii) Annualized, if that preceding year
was of less than 12 months.

(3) Credits taken into account—{i} In
general. In computing the amount of an
installment payment under paragraph
(b}(1) of this section, the corporation
may take into account any credits

. against tax that are permitted to be

taken into account under section
6655{d)(3) for the current taxable year.
(ii) Foreign tax credit. For purposes of
paragraph (b}{3](i) of this section, the
amount of foreign tax credit that is
permitted to be taken into account for
the current taxable year is equal to the
foreign tax credit allowed for the _
preceding taxable year multiplied by the

- fraction specified in the following

sentence. The numerator of the fraction
is the highest tax rate applicable for the
taxable year under section 11, as
adjusted under section 15, and the
denominator is 46 percent. This
alternative computation of the foreign
tax credit is applicable only for
purposes of computing a safe harbor
instaliment payment under paragraph

- [b) of this section and cannot be applied

for other estimated tax purposes.

(4) Net operating loss carryover. A
corporation that has a net operating loss
carryover as of the first day of the
taxable year for which the estimated tax
is being paid may use that carryover to
reduce the annualized taxable income

_ referred to in paragraph (b)(1)(i} of this

section. For example, if a corporation
with a net operating loss carryover of
$3,000 had taxable income of $10,000 in
1986, it may use the carryover to reduce
its annualized taxable income to $9,000,
(($10,000 X 120%) — 3,000).

{c) Corporation must bring aggregate
payments to required level through
timely subsequent mstallment—(l) In
general. A corporation using the safe
harbor provided by paragraph (b) of this
section shall make a timely subsequent
installment payment of estimated tax in
an amount sufficient to satisfy the
requirements of either paragraph (c}(3) .

. or paragraph {c)(4) of this section.

(2) Applicable percentage. For
purposes of this paragraph {c), the
applicable percentage is—

(i) 45 percent (50 percent X 90
percent), if the subsequent installment
payment is the second installment
payment for the taxable year, or

(ii} 87.5 percent (75 percent X 90
percent), if the subsequent installment
payment is the third installment
payment for the taxable year.

(3) Annualization exception. The
subsequent installment payment of a
corporation satisfies the requirements of
this paragraph (c)(3) if the amount of the
payment is sufficient to satisfy the
requirements of section 6655{(d}{3) with
respect to all applicable taxes specified
in section 6655(f). Thus, the corporation
must determine its-annualized taxable
income under section 6655(d}(3}(A) (ii}
or (iii}, whichever is applicable, and
compute the resulting tax. The resulting



10052

Federal Register / Vol. 52, No. 60. /| Monday, March 30, 1987 / Rules and Regulations

tax shall include the alternative
minimum tax under section 55.and the
environmental tax under section: 59A
and may take credits into account to the
extent permitted under section
6655(d}(3). The sum of this subsequent
installment payment and the earlier
installment payment or payments of the
corporation must equal or exceed the
applicable percentage of the tax so
computed. In determining whether the
corporation has satisfied the
requirements of section 6655{d}(3)(A):(ii)
or (iii} with respect to the subsequent
installment, the safe harbor provided in
paragraph (b){1) of this section shall not
apply.

(4} Installment payments equal to
applicable percentage of tax shown on
return: The subsequent instaliment
payment of a corporation satisfies the
requirement of this paragraph (c}(4) if
the sum of that payment and the earlier
installment payment or payments of the
corporation equals or exceeds the
applicable percentage of the tax shown
on the return of the corporation for the
taxable year to which the.instaliment
payments relate. The tax shown on the
return includes all taxes specified in
section 6655(f).

(5) Consequence of corporation’s
Jailure to satisfy requirements for
subsequent installment—{i} In general.
If a corporation fails to satisfy the
requirements set out in this paragraph
(c), the corporation shall lose the benefit
of the safe harbor provided by
paragraph (b}(1)} of this section.

(ii} Limit on penalty. The aggregate
underpayment penalty with respect to
any instaliment payment or payments
for which a corporation loses the benefit
of the safe harbor under paragraph
(c}{5}(i) of this section shall be limited to
the “shortfall penalty amount.” The
shortfall penalty amount is the penalty
that would be imposed under section
6655(a) if there were an underpayment
of the subsequent installment payment
equal to the excess of—

{A) The amount required to be paid,
as determined under this paragraph {c),
on or before the due date of the
subsequent installment payment, over

(B} The amount actually paid on or
before such date with respect to the
subsequent installment payment.

For purposes of this determination, the
period of the underpayment shall run:
from the due date of the subsequent
installment payment until the earlier of
the dates specified in section 8655(c) (1)
or (2.

{iii) Example: The provisions of this
paragraph (c)(5} may be illustrated by
the following example:

Example. Corporation M, which uses the
calendar year as its taxable year; relies on
the safe harbor provided by paragraph (b) of
this section for its first two installment
payments of estimated tax for 1987. M is
required by this paragraph (c) to make a
timely subsequent installment payment of
$1,000,000 by September 15, 1987, but M's
actual installment payment by that date is
only $990,000. Because of this shortfall M
loses the benefit of the safe harbor and is
subject to underpayment penalties with
respect to the first two installments. The
aggregate penalties with respect to those two
installments, however, cannot exceed the
amount of the underpayment penalty to
which M would be subject if there were an
underpayment of $10,000 with respect to the
September 15, 1687, installment payment:
Such penalties are independent of any
penalty that may apply with respect to M's
third installment payment under the normal
rules of section 6655..

{d) Example. The provisions of this
section may be illustrated by the
following example:

Example. (i) Corporation X {which is not a
life insurance company} uses as its taxable
year a fiscal year ending on January 31 and is
required to pay an installment of estimated
income tax by May 15, 1987, for its taxable
year beginning on February 1, 1987. On its
return for the taxable year ending January 31,
1987, which was a year of 12 months, X
reported taxable income of $10,000,000
($9.000,000 of which was ordinary.income and
$1,000,000 of which was net capital gain) and
did not claim any net operating loss
deduction. As of February 1, 1987, X has no
net operating loss carryforwards and no
credit carryforwards. X has no credits against
tax that are permitted to be taken into
account under section 6655(d}(3) for 1887. If X
uses the safe harbor provided in paragraph -
(b})(1) of this section, X must make by May 15,
1967, an installment payment of estimated tax
of at least $1,037,836, computed as follows:

(1) Taxable income shown on

return for taxable year

ending on January 31, 1987...... $10,000,000
(2) Annualized taxable income

for taxable year ending Jan-

uary 31, 1988, determined

pursuant to paragraph (b)(1)

of this section (ltem
(1)x120%) $12,000,000
(Note: 120%xordinary income of
$9,000,000=$10,800,000;
120%xnet capital gain of

$1.000,000=$1,200,000}

(3} Tax on annualized taxable
income (Item 2) using rates
under section 11 and 1201,
taking into account section
15, applicable to the taxable

year ending January 31, 1988... $4,612,603
{4) Amount described in sec-
tion 6655(d)(3)(A)(i} (Item
............ rermassesssnnsenennss 91,037,838

(3)x22.5%)

(ii). To preclude imposition of an addition to
tax under section 8855 with respect to its-

May 15, 1987, installment payment, X must
make by July 15, 1987, a second installment
payment of estimated tax sufficient to bring
its aggregate payments to the minimum level
required under paragraph (c) of this section.
(iii}) X may satisfy the requirements of
paragraph (c](3) of this section by making a

- second installment payment sufficient to

bring X within the exception provided in
section 6655(d}{3). Thus, if X determines
under that section that the aggregate of X's
installment payments of estimated tax by July
15, 1987, must equal at least $3,000,000, X may
obtain the benefit of the safe harbor provided
in paragraph {b}{1) of this section with
respect to the May 15, 1987, installment
payment by making a timely second
installment payment of $1,962,164
($3,000,000—8$1,037,836).

{iv) Even if X fails to satisfy the

- requirements of paragraph (c)(3) of this

section, X may obtain the benefit of the safe
harbor for the May 15. 1987, installment
payment if X's second installment payment,
when aggregated with the first payment,
equals at least 45 percent of the tax
(including the alternative minimum: tax under
section 55 and the environmental tax under
section 59A) shown on X's return for X's.
taxable year beginning on February 1, 1987
Thus, if the tax shown on that return is.
$6,000,000, X's second installment payment
under paragraph (c}(4) of this section must be
at least $1,662,164, computed as follows:

45 percent of $6,000,000 .... .. $2,700,000
less first payment... 1,037,836
$1,662,164

Minimum second installment ......

There is a need for immediate
guidance with respect to-the provisions
contained in this Treasury decision. For
this reason, it is found impracticable to
issue this Treasury decision with notice
and public procedure under subsection
(b} of section 553 of Title 5 of the United
States Code or subject to the effective
date limitation of subsection (d) of that
section."

Lawrence B. Gibbs,

Commissioner of Internal Revenue.
Appraved: March 24, 1987,

J. Roger Mentz, ‘

Assistant Secretary of the Treasury

[FR Doc. 676718 Filed 3-24-87; 3:17 pm}

BILLING CODE 4830-01-M

26 CFR Parts 1 and 602 -
{(T.D.8131}

income tax, Capitalization and '
inclusion In Inventory of Certain Costs

AGENCY: Internal Revenue Service,
Treasury.

- ACTION: Temporary Regulatlons

1
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SUMMARY: This document contains
temporary regulations relating to
accounting for costs incurred in
producing and acquiring property for
resale. In addition, the text of the
temporary regulations set forth in this
document also serves as the text of the
proposed regulations cross-referenced in
the Notice of Proposed Rulemaking in
the proposed rules section of this issue

. of the Federal Register. Changes to the
applicable tax law were made by the
Tax Reform Act of 1986. -

DATES: The amendments are effective
for costs incurred after December 31,
1986 or, in the case of inventories, for
taxable years beginning after December
31, 1986.

FOR FURTHER INFORMATION CONTACT:
Paulette C. Galanko of the Legislation
and Regulations Division, Office of
Chief Counsel, Internal Revenue
Service, 1111 Constitution Avenue, NW,,
Washington, DC 20224 (Attention:
C(?I:LR:T]. {202) 566-3288, not a toll-free
call.

SUPPLEMENTARY INFORMATION:

Background

This document contains amendments
to the Income Tax Regulations (26 CFR
Part 1} under sections 174, 263, 263A,
446, 471, and 1502 of the Internal
Revenue Code of 1986. These
amendments conform the regulations to
the requirements 6f section 803 of the
Tax Reform Act of 1986 (Pub. L. 99-514),
100 Stat. 2085 (the “Act”). The
temporary regulations contained in this
document will remain in effect until
additional temporary or final regulations
are published in the Federal Register. .

Uniform Costing Rules

Under prior law, the type and amount

of costs required to be absorbed or

_ capitalized by taxpayers engaged in the
production of property were determined
under various sections of the Internal
Revenue Code and regulations. As a
result, different rules applied to the
costs incurred in the production of
property depending on the type of
property produced and the intended use
of the property in connection with the
taxpayer's activities. In some cases,
costs incurred in producing property
were permitted to be deducted currently,
rather than being properly matched with
the future income associated with that
property. Thus, for example, production
costs were permitted to be deducted
currently, rather than being recovered
when the related property was sold or
used in the course of the taxpayer's
trade or business. Similarly, costs
incurred in the acquiring, handling, and
storage of property {(including property

" acquired by the taxpayer for resale to

others] were frequently allowed to be
deducted currently rather than being
properly matched with the appropriate
income. .

In response to this disparity in -
treatment, section 263A was added to
the Code to provide a uniform set of
rules to be applied in determining the

_costs required to be capitalized or

included in inventory costs. (For
purposes of this preamble and the
regulations, the term “capitalize” shall,
except as provided to the contrary,
denote the capitalization of costs, i.e.,
the charging of costs to capital account
or basis, as well as the addition or
absorption of costs to items of
inventory). Except as provided, these
rules apply to all costs incurred in
connection with the production of real
and personal tangible property to be

held in inventory or held for sale in the .

ordinary course of business. The rules
also apply to the production of other
property, including property or
improvements to property constructed
by a taxpayer for use in its trade or
business or in an activity engaged in for
profit. Finally, in the case of property
acquired for resale, these rules generally
apply to costs incurred for the storage,
purchase, repackaging or processing of
such property, including an allocable
amount of general and administrative
costs,

Treatment of Certain Costs

The temporary regulations do not
apply to intangible drilling and -
development costs of oil and gasor -

‘geothermal wells allowable as a

deduction under section 263{c) or
development costs of mineral properties
allowable as a deduction under sections
616{a) and 617(a) of the Code.

Similarly, the temporary regulations
generally do not apply to property
produced by a taxpayer pursuant to a
long-term contract. Section 460 of the
Code, enacted into law under section
804 of the Act, determines the federal
income tax treatment of long-term
contracts. Nevertheless, these temporary
regulations provide guidance with.
respect to two aspects of the treatment
of long-term contracts. First section
460(c)(3) of the Code provides that
production interest shall be allocated to
long-term contracts in the same manner
as interest is allocated to property
produced by the taxpayer under section
263A(f). Second, these regulations apply
to costs incurred by a taxpayer (e.g.,
interest and administrative costs), with
respect to property produced by a
contractor for the taxpayer under a long
term contract. :

Section 263A does not apply to the

- growing of timber as defined under prior

law. For this purpose;, the definition of

timber includes evergreen trees that are

more than six years old when severed
from the roots (whether or not such trees
are sold for ornamental purposes). In the
case of timber, the law in effect prior to
the enactment of section 263A isto .
continue to apply with respect to the
determination of the costs that are to be
treated as deductible and those that are
required to be charged to capital
accounts. .

Interest

Interest expense paid or incurred in
the course of production is included in
the costs required to be capitalized
under section 263A. The temporary
regulations contain general rules
relating to the allocation of interest with
respect to production activities under
the “avoided.cost” concept. Detailed
regulations relating specifically to the
allocation of interest expense under
section 263A will be issued in a separate
document.

- Tangible and Intangible Property

In the case of production activities,
the rules contained in the temporary
regulations apply to costs allocable to
the production of real and tangible
personal property. With respect to costs
incurred in coninection with property
acquired for resale, the rules apply to
both tangible and intangible property.
{For example, the rules contained in the
temporary regulations apply to persons
acquiring securities or commodity
contracts described in section 1221{1)
for resale to others). For purposes of
these regulations, films, recordings,
video tapes, books and other similar
property are treated as tangible personal
property, and thus are subject to the
capitalization rules regarding production
of tangible personal property. These
regulations are not intended to provide
guidance (under prior or present law} as
to whether the subject matter of a
particular production activity is to be
treated as a tangible or intangible asset
for other purposes of the Code.’

Under the new rules, the costs of
producing films, recordings, video tapes,
books, and other similar property must
be capitalized under the provisions of
section 263A. For example, as the
legislative history to the Act provides,
“the uniform capitalization rules apply
to the costs of producing a motion
picture or researching and writing a
book.” 2 H.R. Rep. No. 99-841 {Conf.
Rep.}, 99th Cong., 2d Sess. [1-308, n. 1
(1986) (the “Conference Report"}. The
capitalization requirements of section
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263A apply to these properties
regardless of whether the costs of these
properties are treated as intangible or
tangible costs under other provisions of
the Code (e.g., the provisions regarding
the availability of investment tax
credit). Thus, for example, the costs of
producing a book (including teaching
aids, and other similar properties) which
are required to be capitalized under
section 263A include, without limitation,
prepublication expenditures of
publishers, such as payments made to
the authors of literary works, as well as
costs incurred by the publishers in the
writing, editing, compiling, illustrating,
designing, and development of books or
similar property. Such costs are to be
capitalized under section 263A
regardless of whether such costs relate
to the production of the manuscript or
copyright of a book, as opposed to the
physical costs (e.g., paper and ink] of
printing and binding a book. Moreover,
although research and experimental
expenditures within the meaning of
section 174 are not subject to the
capitalization rules of section 263A,
capitalization of prepublication

expenditures with respect to books and °

similar properties is consistent with the
definition of research and experimental
experniditures in the existing regulations

under section 174. See § 1.174-2{a){1) of

the Income Tax Regulations, which
provides that the term “research and
experimental expenditures” does not
include expenditures incurred for

- research in connection with literary,
historical, or similar projects.

Section 2119 of the Tax Reform Act of
1976 (Pub. L. 94-455) (the 1976 Act")
provides that any regulations issued
after the date of enactment of such Act
dealing with the application of various
Code sections {including sections 174
and 263} to prepublication expenditures
“shall apply only with respect to taxable
years beginning after the date on which
such regulations are issued”. Section
2119 of the 1976 Act (90 Stat. 1912) was .
not amended in the Tax Reform Act of
1986 to expand this restriction on
effective dates to include regulations
applying 263A. Moreover, in enacting
section 263A of the Code, Congress
simultaneously repealed section 280 of
the Code, which dealt with expenditures
incurred by individuals and certain
entities in the production of books and
other properties. The repeal of section
280, the legislative history to section
263A applying the provisions of section
263A to the costs of “researching and
writing a book,” and the statutory
requirement to capitalize the costs of
producing bocks as if they were tangible
property, clearly evidence an intent to:

(i) Apply the uniform capitalization rules
of section 263A to the costs of producing
books (indicating that such costs are not
allowable as a deduction under section
174 because section 263A is not
applicable to such deductions); and (ii)

. expand the persons subject to these

capitalization rules beyond the range of
section 280 which only applied to
individuals and certain entities.

If, and to the extent, that section 2119
of the 1976 Act would otherwise
contravene the clear Congressional
intent underlying section 263A of the
Tax Reform Act of 1986 regarding the
production of books, then section 263A,
the more recent expression of
Congressional intent, is properly viewed
as the legally determinative provision
and section 2119 is viewed as modified,
accordingly. .

Thus, based on the foregoing, section
263A is applicable to all prepublication
expenditures with respect to costs
incurred after December 31, 1986, in
taxable years ending after such date. If
such prepublication expenditures relate
or pertain to inventory property, section
263A shall apply to taxable years
beginning after December 31, 1986, and
shall require a change in method of
accounting necessitating, for example,
an adjustment under section 481.

Separate Trade or Business

Under the regulations, taxpayers may
elect the use of various simplified
methods and other procedures with
respect to each trade or business of the
taxpayer. The regulations clarify that,

, for purposes of these provisions,

activities of the taxpayer shall not
constitute a separate trade or business
solely by reason of classificationas a
“natural business unit” or a similar
inventory pool.-

Gross Receipts Exception
The new capitalization rules for

personal property acquired for resale do .

not apply if the taxpayer's average
annual gross receipts for the three
preceding taxable years are $10 million
or less. This $10 million threshold test is

- not available with respect to real

property acquired by the taxpayer for
resale. The rules in effect before the
enactment of section 263A to the Code
continue o apply to taxpayers with
average annual gross receipts of $10
million or less. Aggregation rules to take
into account the gross receipts of certain
related parties are provided for
purposes of this provision.

Property Acquired for Resale

Taxpayers acquiring real or personal
property for resale are subject to the
provisions of section 263A. Taxpayers

acquiring such property may electa
simplified method of accounting for the
costs required to be capitalized under
the temporary regulations (the
“simplified resale method"}. The
allocation rules applicable to production
activities will apply to those taxpayers
that acquire property for resale who do
not elect to use the simplified resale
method. Thus, absent the election of the
simplified resale method, taxpayers
acquiring property for resale are
required to allocate the additional costs

- required to be capitalized under section

263A with the same degree of specificity
as was required of manufacturers of
inventory under prior law. The
regulations provide, however, that such
taxpayers are generally required to
allocate the same types.of cosis (e.g.,
costs pertaining to purchasing, handling,
storage, and allocable general and
administrative activities} to property
acquired for resale as taxpayers electing
to use the simplified resale method.
Moreover, the definitions of such costs
under the simplified resale method are
equally applicable to taxpayers
acquiring property for resale although

- those taxpayers may not elect the use of
" such method. (In addition, pursuant to

the legislativé history of the Act, the
regulations clarify that taxpayers
producing property must also capitalize
purchasing, handling and storage costs

" under section 263A).

The costs required to be allocated to
property acquired for resale under the
simplified resale method relate to the
costs incurred in connection with
purchasing (“purchasing”), handling,
processing and repackaging
(“handling”), and offsite storage and
warehousing (“'storage”) of such
property. In addition, such costs include

. the general and administrative costs

allocable to these functions. The
temporary regulations provide
guidelines for determining what costs
are incurred in connection with these
activities and the methods by which
such costs are to be allocated to the
property acquired and held. The

~ temporary regulations contain examples '

that apply the simplified resale method .
to inventories in cases involving the use
of both the last-in first-out (“LIFO"}) and
the first-in first-out (“FIFO") methods.

The simplified resale method as set
forth in the temporary regulations
generally follows the simplified method
described in the legislative history of the
Act (Conference Report at I 305-08).
However, the simplified resale method
differs from the simplified method set
forth in the Conference Report in two
minor respects. The differences between
the two methods concern: (i) The
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inclusion of beginning inventory
balances in determining certain
allocation ratios under the simplified
method; and (ii} the allocation ratio used
to apportion general and administrative
expenses.

The simplified method set forth in the
Conference Report provides that the
allocation ratio for apportioning storage
costs and handling costs shall be
determined by dividing: (i} The amount
of such costs, by (ii) beginning inventory
balances and gross purchases during the
year. The simplified resale method as
set forth in the temporary regulations
provides that the denominator of the
fraction, as described above, shall
consist only of gross purchases during
the year. Beginning inventory balances
are excluded from the calculation of the
allocation ratio in the simplified resale
method, .

This change has been made to provide
consistency with the treatment of
beginning inventory balances under the
simplified resale method. Under both
versions of the method, storage and
handling costs incurred during the year
are only allocated to units.in ending
inventory which are not viewed as being
present in beginning inventory for the
year in question. Thus, for example,
with respect to a LIFQ taxpayer, such
costs are allocated to units in the LIFO
“increment” for such year. Similarly,
with respect to a FIFO taxpayer, such
costs are allocated only to the extent
that units in ending inventory are
treated as being purchased during the
year under the FIFO cost flow
assumption. Inclusion of beginning
inventory balances in the denominator
of the allocation fraction would be
justified only if storage and handling
costs were viewed as benefitting, and
being incurred by reason of, units in
begmmng inventory. However, such a
view is inconsistent with the
determination that beginning inventory
balances do not accumulate accretions
of annual storage and handling costs.

" Accordingly, the simplified resale
method differs from the simplified
method in the Conference Report with
respect to the determination of these
allocation ratios.

The simplified resale method also
differs from the method provided in the
Conference Report with regard to the
allocation of general and administrative
expenses that are allocable in part to
storage, purchasing, and handling .
activities, and in part to activities for
which capitalization is not required
under the simplified method (“mixed
service costs”). The Conference Report
provides that mixed service costs shall
be allocated to activities based on the

ratio of payroll costs incurred in a

" particular function divided by the

taxpayer's total gross payroll costs. This
procedure requires the denominator of

- the allocation fraction to include payroll

costs which are themselves mixed
service costs. The inclusion of mixed
service costs in the denominator would
imply that costs qualifying as mixed
service costs are being allocated, in
part, to such mixed service costs
themselves. Such a result would only be
appropriate if such amounts initially '
allocated were eventually reallocated to
either activities subject, or not subject,
to capitalization. However, the -
mechanics of the simplified method in
the Conference Report do not provide
for any such reallocation procedure, but
rather only require an initial allocation
of service costs to the activities of the
taxpayer. Based on the foregoing, the
simplified resale method pmvxdes that

" the labor costs of mixed service
_ functions are subtracted from the .

denominator of the allocation fraction
which is used to determine the amount -
of mixed service costs allocable to
activities subject to capitalization. In

"addition, the simplified resale method

contains a “de minimis” rule to be used
in determining whether the cost of a
particular activity is a mixed service
cost under the regulations.

The Conference Report provides that

“the simplified method provided under -

rules or regulations generally will follow
the examples . . . [contained in the

Conference Report] and that, until rules
- or regulations are issued, taxpayers may

rely on these examples.” Conference
Report at 11-305. Additionally, the
Conference Report provides, that “[t}he
Treasury Department may modify the
simplified method or permit the use of
other methods by rules or regulations”,
The changes made to the simplified
method in the temporary regulations are
changes of a technical and minor nature
that do not alter the general mechanics
of the method or the simplifying
assumptions underlying its use. In light
of the publication of these temporary
regulations, taxpayers electing to use
the simplified method for property

. acquired for resale are required to use

the simplified resale method as provided
hereirn in determining their taxable

_ income for their taxable years beginning

after December 31, 1988, and in

_ determining their estimated tax

payments for all periods in such years.
The election to use the simplified resale
method shall be made separately with

*._respect to each trade or business of the
taxpayer.

Inventories

Tt

For taxable years beginning after
December 31, 1986, the temporary
regulations require a restatement or
revaluation of beginning inventory
balances to reflect the additional
amounts required to be included in
inventory costs under the uniform
capitalization rules. Goods on hand as
of the effective date are to be revalued
as if the new capitalization rules had

been in effect for all prior periods; such -

revaluation is treated as a change in the
taxpayer's methods of accounting for
inventory costs. For taxpayers using the
“dollar-value” LIFQ method of valuing
inventories, the revalued year prior to
the year-of change will become the new
base year for purposes of determining -
future indexes.

For taxpayers required to change theu'
method of accounting under the o
temporary regulations, sufficient data
required to make an accurate
revaluation of all costs or layersina -
taxpayer’'s inventory mdy be

_unavailable or difficult to obtain. For

example, in cases where goods held in - -
inventory are no longer produced by the
taxpayer or the taxpayer is treated as
having acquired or produced an item of
inventory a number of years prior to the
date of revaluation, the taxpayer may
not have the information necessary to
compute the actual amount of additional
costs allocable to such inventory items.
For this reason, the temporary
regulations provide rules that permit
certain taxpayers to estimate the costs
to be used in the revaluation of
inventory costs or layers that relate to
prior periods.

With respect to LIFO taxpayers
required to account for the costs of
producing inventory or acquiring .
property for resale under section 263A,
it is intended that the provisions of prior
law be continued with respect to the
circumstances whereunder a LIFO
election may be disallowed or
terminated. Thus, for example, in
determining inventory cost for the year
of a LIFQ election and any subsequent
year, the failure to include (or exclude]}
an item of cost as required by section
263A will not warrant disallowance or
termination of a LIFO election. (See:
Revenue Procedure 79-23, 1979-1 CB. .
564). Similarly, it is intended that the
allocation of costs under section 263A
shall not result in a violation of the
“LIFO conformity requirement” in .
§ 1.472-2 of ths Income Tax Regulations
in situations where a similar allocation

. of production costs under § 1.471-11 of

the Income Tax Regulations (the “full
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absorption” regulations) would not
result in any such violation..
Simplified Production Method
Taxpayers producing inventory
property may elect a simplified method
of accounting for the costs required to
be allocatéd under the temporary
regulations (the “simplified production
method"”). Absent the election of the
simplified production method, taxpayers

are required to allocate additional costs .

required to be capitalized urider section
263A with the same degree of specificity
as was required of inventoriable costs
under prior law. The simplified
production method shall be treated as a’
method of accounting under the Code.
Once a taxpayer has chosen either the
simplified production method, or the
methods generally available to
producers of property under the Code,
such taxpayer may not change its
method without obtaining the
permission of the Commissioner.

The simplified production method is
similar to the simplified resale method
available to taxpayers acquiring
property for resale. Under the simplified
production method, a taxpayer shall
determine all of the additional costs
{other than interest expense) which are
required to be included by the taxpayer

‘in inventoriable costs for the year under -

-section 263A and the regulations (the
“additional section 263A costs").
{Interest, however, shall be'excluded
from the additional section 263A costs
under the simplified production method
and allocated separately). The amount
of the additional selection 263A costs
shall vary with respect to each taxpayer,
depending on the amount and types of
costs that such taxpayer included in the
computation of inventoriable costs
under prior law. The additional section
283A costs shall then be allocated to
inventory based on the ratio (the
“absorption ratio™) of such costs to the
taxpayer's total “section 471 costs”
incurred for the year under the
taxpayer's method of accounting. The
taxpayer's “section 471 costs” are
defined as the costs required to be.
included in inventoriable costs by the
taxpayer under the full absorption
regulations. The taxpayer shall
determine the additional section 263A
‘costs to be allocated to ending inventory
by multiplying the absorption ratio by

the amounts contained in the taxpayer's’

ending section 471 inventory balance
which are treated as costs incurred
during the current year under the
taxpayer's method of accounting. The
taxpayer's “section 471 inventory

" balance” is defined as the inventory
balance of the taxpayer's section 471

costs at the-specified point in time. The

temporary regulations contain examples
which provide guidance to taxpayers
regarding the application-of the
simplified production method.

For purposes of the simplified
production method, taxpayers will
initially calculate their inventory
balances without regard to the new
uniform capitalization rules. Taxpayers
will then determine the amounts of
additional section 263A costs that must
be capitalized, and add such amounts,
along with amounts of additional
section 263A costs contained in
beginning inventory balances (where
appropriate), to their preliminary
inventory balances to determine their
final balances. Thus, for example, with
respect to a taxpayer using the LIFO
method, the calculation of a particular
year's LIFO index will be made without
regard to the new capitalization rules.
However, costs capitalized under the
simplified production method willbe
added to the LIFO layers applicable to
the various years for which the costs
were accumulated. Although the
additional section 263A costs are not
included with the taxpayer’s section 471
costs in calculating a particular year’s
LIFO index, the additional section 263A
costs shall be treated as inventory costs.
for all purposes of the Code. Thus; for
example, with respect to a FIFO
taxpayer which properly elects to value
its inventory at the lower of cost or
market (as described in § 1.471-2(c} of
the Income Tax Regulations), the
additional section 263A costs which are
applicable to the taxpayer’s section 471
costs shall be treated as costs of
inventory for purposes of determining:
(i) Whether the cost of inventory
exceeds its market value; and (ii} the
amount of the reduction in the inventory
cost which is allowed under the
regulations to value the inventory at
market, . ,

The determination by a taxpayer of its
section 471 costs under the simplified -
production method shall be made by
reference to the methods of accounting
used by such taxpayer immediately
prior to the effective date of the Act.
Any change in the determination of -
section 471 costs which would constitute
a change in method of accounting under
law prior to the Act shall be deemed to
constitute a change in method of
accounting under section 263A, and is
thus subject to all requirements of law
regarding such change. .

Taxpayers may elect to use the
simplified production method with
respect to the production of inventory
property. In addition, taxpayers may
elect to use the simplified production
method with respect to production of

[

property which is held primarily for sale -
to customers in the ordinary course of -
the taxpayer’s business, although that
property may not qualify as inventory"
property under the Code (e.g., houses
constructed by a builder and offered for
sale to customers). With respect to a
taxpayer eligible to use the simplified
production method, but which properly
does not.account for its production costs
under the full absorption regulations, the

term “section 471 costs” as used above,
- shall be defined as the costs required to

be allocated to production under the
taxpayer's method of accounting =
immediately prior to the effective date
of the Act. .

The simplified production method is
designed to alleviate the administrative
burdens of complying with the new
capitalization rules in situations where
mass production of assets occurs on a
repetitive and routine basis, with a
typically high “turnover” rate for the
produced assets. Such a production
process is especially amenable to the
simplified production method, which
essentially.allows allocation of
additional section 263A costs to the

. aggregate inventory balances of the

taxpayer based on the aggregate
“turnover” rate of the taxpayer's
inventory. Based on the foregoing, the
simplified production method is not
appropriate for use in accounting for
casual or occasional production of
property. Thus, the simplified production
method may not be utilized with respect
to property constructed by a taxpayer
for use in its trade or business (“self-
constructed” property), or any other
property produced by a taxpayer which
is not described in section 1221(1).
Similarly, the simplified production
method is not available with respect to
property produced under a long-term
contract even though an inventory
method may be used by the taxpayer to
account for such production. Finally, the
simplified production method is not
available to taxpayers acquiring -
property for resale who do not elect to
use the simplified resale method, and
thus are required to use the general rules
applicable to the production of property.
In the case of a single trade or
business that consists of operations
including both the production of
property and the acquisition of property
for resale, the simplified production
method, if elected, must be applied with
respect to all operations of that trade or
business. In such a case, a taxpayer is

_ not permitted to apply the simplified

production method to only a portion of
the operations of such tfade or business;
moreover, the taxpayer may not apply
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the simplified resale method to any

portion of such trade or business.
The election to use the simplified

production method shall be made

separately with respect to each trade:or

business of the taxpayer. .
The temporary regulations provide a
simplified method for producers of
property in order to reduce the
administrative costs of taxpayer
compliance with the capitalization
requirements of section 263A while
preserving the statute’s basic purpose to
apply uniform capitalization rules to the
costs of producing property. The Internal
Revenue Service welcomes comments
and suggestions as to how the simplified
production method may be improved to
accomplish objectives most adequately.

General and Administrative Expenses—
Simplified Method . .

The temporary regulations also
provide a simplified procedure (the
“simplified service cost method™) for
determining the amount of certain
indirect costs which are required to be
allocated by the taxpayer to inventory
production under section 263A. The
simplified service cost method shall be
treated as a method of accounting under
the Code. Once a taxpayer has chosen
either the simplified service cost
method, or other methods available for
allocating such costs, such taxpayer -
may not change its method of ’
accounting without obtaining the
permission of the Commissioner. The
simplified service cost method shall only
be used to determine the total amount of
certain indirect costs which are required
to be allocated to inventory production
under section 263A (“inventoriable
mixed service costs”). The allocation of
such indirect costs to particular items of
inventory shall be made pursuant to
other methods allowed under the
temporary regulations.

The amount of inventoriable mixed
service costs for a particular taxable

year shall be determined by multiplying: -

(i) The total mixed service costs of the
taxpayer incurred in the particular trade
or business of such year, by (ii) the ratio
of: (a] (all of the taxpayer’s production
costs incurred during the year excluding
all mixed service costs and all interest,
to (b} all of the taxpayer's costs of
operations incurred during such year
excluding all mixed service costs and all
interest). For purposes of this procedure,
all of the taxpayer’s production costs
incurred during the year include all of
the-inventoriable costs incurred in the
particular trade or business as .
determined under section 263A and this
section. Thus, for example, such costs
include all of the taxpayer’'s section 471

costs, in addition to all of the taxpayer's
additional section 263A costs. ;o
In addition, for purposes of this -
procedure, all of the taxpayer's costs of -
operations incurred during the taxable
year include all of the taxpayer’s.
production costs incurred during the
year, in addition to all of taxpayer’s.
other costs of operations incurred in the
particular trade or business, Such costs
include, but are not limited to: (i}
Salaries and related costs of all
personnel, (i} all depreciation taken for
federal income tax purposes, (iii)
research and experimental expenses,
and (iv) selling, marketing and
distribution expenses. Such costs of
operation shall not include however,
federal, state, local income taxes (or
taxes similar to income taxes, e.g.,
franchise taxes assessed on income).

The regulations contain examples which .
" provide guidance as to the application of

the simplified service cost method.

The indirect costs for which the
simplified service cost method may be
used are indirect general and
administrative costs which directly )
benefit, or which are incurred by reason
of the performance of the inventory

production activities of the taxpayer, but '

which also benefit other activities of the
taxpayer which are not inventory
production activities. For purposes of
this provision, such costs shall be
defined as “mixed service costs.” The
simplified service cost method, however,
shall not be used with respect to mixed
service costs which the taxpayer is
properly allocating under its method of
accounting (prior to the Act) to
production activities under the full
absorption.regulations. Such general -
and administrative costs are outside the
scope of this provision, and shall be -
allocated to production activities under
the general provisions of this section.

In addition, mixed service costs do
not include indirect costs which directly
benefit or which are incurred by reason
of the production activities of the
taxpayer, if such costs do not benefit
other activities to any extent
(“production service costs”}). Moreover,
mixed service costs do not include
indirect costs which do not directly
benefit and are not incurred by reason-

_ of the taxpayer's inventory production

activities to any extent (“policy service
costs”).

In determining whether indirect costs
shall be treated as production service -
costs or policy service costs, the
predominant.nature of the indirect costs
shall be the controlling factor. For
purposes of this method, the -
predominant nature of a indirect cost
shall be viewed as attributabletoa -

particular activity if 90% or more of that
- cost directly benefits, or is incurred by
* reason of, such activity. In such.a case, -

the taxpayer shall disregard the portion
of the cost which is attributable to the
activities which are not predominant.”
For example, assume that 90% of the
costs of a particular department directly
beriefit, or are incurred by reason of the
taxpayer’'s inventory production
activities. For purposes of this method,
the taxpayer shall treat 100% of the
costs of the department as if such costs
were production service costs. Similarly,
assume that 90% of the costs of a

- particular department directly benefit,

or are incurred by reason of the
taxpayer's policy making activities. For
purposes of this method, the taxpayer.
shall treat 100% of the costs of the
department as if such costs were policy
service costs. .
Taxpayers engaged in production of - -
inventory may. incur mixed service costs
which are allocable to more than'one
trade or business. In such a case, the
amount of mixed services costs which
are allocable to the particular trade or
business for which the simplified service -
cost method has been elected, shall be -
determined using any reasonable
allocation method generally allowed
under these regulations. Similar rules
shall’apply to the taxpayer's cost of
operations which are incurred in more

* than one trade or business.

A taxpayer may elect to use the

" simplified service cost method

regardless of whether such taxpayer
elects to use the simplified production
method. Thus, for example, a taxpayer .
may determine its inventoriable mixed
costs under the simplified service cost
method, and then allocate such mixed
service costs to its production activities
under the general provisions of the
regulations. In such a situation, the :
taxpayer shall allocate inventoriable
mixed service costs based on any
reasonable allocation procedure
allowed under the regulations. In the
case of a taxpayer that elects to use the
simplified production method and also
elects to use the simplified mixed
service cost method, the amount of
inventoriable mixed service costs shall
be included with the additional section .
283A costs, and allocated to ending
inventory based on the procedures
required under the simplified production
method. Taxpayers may elect to use the
simplified service cost method only with
respect to production of the same types
of property for which an election may be

- made to.use the simplified production -

cost method, /.e., inventory property and -
property held primarily for sale to
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customers in the ordinary course of
business. ,

,The election to use the simplified
service cost method shall bé made
separately with respect to each trade or
business of the taxpayer.

Farming Businesses '

The provisions of the temporary

regulations also apply to property

-produced in a farming business. In
general, the temporary regulations apply
to costs allocable. to the production of
property with a “preproductive period”
that exceeds two years. Taxpayers
required to use an accrual method of
accounting under sections 447 and
448(a)(3), however, must allocate costs
under section 263A and the temporary
regulations without regard to the
preproductive period of the property
produced. The temporary regulations
permit the use of the farm-price method
and the umt-lwestock—pmce method
(“‘unit-livestock method”) in accounting
for the costs allocable to property
produced in a farming business. A
special rule, described below, is
provided for tax shelters using the unit-
livestock method.

Under. the unit-livestock method as
currently applied under § 1.471-6 of the
Income Tax Regulations, no increase in
unit cost is required in the taxable year
of purchase of certain animals which are.
purchased during the last six months of
such taxable year. As a result, in some
cases the use of the- method may not
result in an adequate allocation of costs
consistent with the principles of section
263A, particularly in the case of tax
shelters where anticipated tax
consequences are likely to play a
significant role in the determination of
when to purchase livestock.

‘Thus, the temporary regulations
provide that tax shelters using the unit-
livestock method of accounting must
include in inventory the annual cost
increment for all animals purchased
during the taxable year, including those
purchased during the last six months of
the taxable year. For purposes of this
provision, the term “tax shelter” is
defined as any tax shelter required to
use an accrual method of accounting
under section 448(a}(3).

Section 263A(d)(3) allows.cértain
taxpayers to elect not to. have. the
provisions of section 263A apply to any
plant or animal produced in any farming
business carried en by such taxpayer.
The election procedures are.described in
detail in the temporary regulations
relating to elections under the Tax
Reform Act of 1988 (§ 5h.5(c} of the
Income Tax Regulations). In addition,

the. temporary regulations under section '

263A herein provide guidance with

respect to various features of the
election, including the determination of
eligibility for the election, and the effect
of such.election of the farming
businesses of the taxpayer.

Under the eléction procedures,
taxpayers may elect to account for
farming production costs under the rules
in effect before the enactment of section
263A subject to certain conditions
relatmg to the cost recovery of property
used in any farming business of the
taxpayer and the treatment upon
disposition of the property being
produced in the business. The election
not to have section 263A apply is
effectiveas to all the farming activities
of the electing taxpayer.

Section 263A does not apply to costs
incurred on or after October 22, 1986, by
certain taxpayers for replanting edible
crops lost or damaged by reason of
various types of casualty. The
temporary regulations provide guidance
with respect to this provision. Persons,
other than the taxpayer that owned the
property at the time of loss or damage,
are permitted to deduct costs of
replanting if certain ownership and
participation criteria are met.

Practical Capacity

Under § 1.471-11(d}{4) of the full
absorption regulations applicable to
manufacturers of inventory under prior
law, taxpayers were permitted to use -
the “practical capacity concept” in
determining the amounts of fixed
indirect production costs which were
subject to inclusion in ending inventory.
Under the practical capacity concept,
taxpayers were required to apportion
only a percentage of their fixed indirect
production costs to units of production;
this percentage corresponded to the
percentage of productive capacity at

" which the particular manufacturing -

facility was operating. The remaining
amounts of fixed indirect production
costs were then currently deducted by
the taxpayer.

The temporary regulations do not
provide guidance with respect to the
availability of the practical capacity
concept under the uniform capitalization
rules of section 263A. The Internal
Revenue Service is considering this
issue and will provide future guidance
with respect to the practical capacity
concept under section. 263A. It is:
possible that the forthcoming
regulations will prohibit the use of the
practical capacity concept under section
263A. subject to the effective date
provisions of section 803 (d)(2) of the
Act generally applicable to inventory
property.

The fact that these temporary
regulations provide no guidance with

respect to the practical capacity concept
under section 263A creates no mference
as to the availability of the concept in .
accounting for costs under a long-term
contract under sections 451 or 460 of the
Code.

Pension Costs—Past Service Costs )

Under the temporary regulations,
contributions.paid to or under a pension
or annuity plan which are allowable
under section 404 (and section 404A if
applicable), are not subject to the
capitalization requirements of section
263A to the extent that such Co

"contributions represent “past service

costs”. Until otherwise provided to the
contrary, past service costs shall be
determined, for purposes of section
263A, with reference to the allocation
between “normal costs” and “past
service costs” under the funding
standards of section 412. With respect to
an actuarial method which does not
dxstmg\nsh between normal costs and
past service costs, none of the amount
allowable as a deduction under section
404 shall be treated as past service
costs,

The legislative history of the Act
evidences a Congressional concern with
the utilization of the funding standards
under section 412 in determining the
nature of pension costs for purposes of
section 263A. (See S. Rep. No. 99-313,
99th Cong.. 2d Sess. at 14243 (1986]].
Accordingly, the Internal Revenue
Service is presently considering this
matter, and may revise, at some future
date, the regulations under section 263A
defining past service costs for purposes
of the uniform capitalization rules.
Alternative provisions under
consideration include the utilization, in
whole or in part, of financial reporting
standards in determining past service
costs. Any amendments to these
regulations which alter the
determination of past service costs
under section 263A will be applied.in a
prospective manner. i.e., with respect to
costs incurred after the publication of
such amendments (or, in the case of
inventory property, with respect to
taxable years beginning after the
publication of such amendments).

Allocation Methods
In accordance with the legistative

. history of the Act, the temporary

regulations provide cost capitalization
rules that are consistent with the rules:
contained in § 1.451-3 of the Income Fax
Regulations and permit the use of cost
allocation methods similar to those
described:in §§1.45%-3 and 1.471-1% of
the regulations. I general, the:
temporary regulations provide. that
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indirect costs are to be allocated to
property using methods that resultin a
reasonable allocation of costs to and
among activities, including the specific
identification method, the standard cost
method, and methods using burden
rates. Allocations of administrative,
service, or support costs that benefit or
are incurred by reason of an activity are
to be made on the basis of a factor or
relationship that reasonably relates such
costs with the benefit provided to the
activity. The temporary regulations
permit the use of any reasonable method
of allocating general and administrative
costs that is consistently applied.

Allocations Between Related Parties

The temporary regulations provide
guidance with respect to the providing
of any good or service (“item”) between
related parties if such item is-required to
be capitalized by the recipient taxpayer
under section 263A and if such item is
provided at a price which is less than an
“arm’s length” charge. The temporary
regulations require that both the
taxpayer and the related person account
for the transaction as if the taxpayer
purchased the item in question for its
arm’s length charge from the related
person. Thus, for example, the taxpayer
would capitalize an amount equal to the
arm's length charge for the item, and the
related person would typically include
in income an amount equal to such
arm’s length charge.

The temporary regulations provide
exceptions to the required accounting
treatment of these transactions in
situations where the principles of
section 263A would not be contravened
by the accounting treatment used by the
taxpayer and the related person.

For purposes of this provision, the
term "related persons” shall mean two
or more organizations, trades, or
businesses, owned or controlled directly
by the same interests, within the
meaning of section 482. The rules under
section 482 shall apply in determining
the arm’s length charge of an item, and
the various correlative adjustments
which shall occur by virtue of the
required accounting treatment of these
transactions. The Internal Revenue
Service invites comments with respect
to this provision.

Substantial Construction

In general, the rules contained in the
temporary regulations apply to costs
incurred after December 31, 1986, These
rules do not apply, however, to costs
incurred in connection with property
" constructed by the taxpayer for use in
its trade or business if substantial
construction had occurred with respect
to the property before March 1,1986.

The temporary regulations-provide
that, for purposes of section 263A,
substantial construction will be deemed-
to have occurred if the lesser of: (i) 10
percent of the total estimated costs of
construction, or (ii} (the greater of $10
million or 2 percent of the total
estimated costs of construction), was
incurred before March 1, 1986. The
temporary regulations provide an

 example to illustrate the application of

this rule. For purposes of this rule, -

. construction costs are those costs

incurred during the actual physical
construction of the property. Costs :
incurred for prellmlnary activities such
as project engineering and architectural
design activities, do not constitute costs
incurred for construction.

Natural Gas

Pursuant to the legislative history of
the Act, the temporary regulations
provide that the provisions of section
263A regarding the capitalization of
indirect costs with respect to property
acquired by the taxpayer for resaleé shall
not apply to “cushion gas.” For this
purpose, cushion gas is defined as
natural gas stored in an underground -
storage facility or reservoir whichis -
necessary to maintain the level of
pressure within such reservoir to allow
for its operation. {Cushion gas which is
not recoverable upon the abandonment
or termination-of the storage facility is a
capital expenditure recoverable through
depreciation. Revenue Ruling 75-233,
1975-1 C.B. 95.) No inference is intended
by this exception of cushion gas from
the capitalization rules of section 263A
as to the federal income tax treatment of
other matters (e.g., the treatment of "line
pack gas” contained within a natural
gas pipeline). Similarly, the exception
for cushion gas from the capitalization
rules of section 263A does not affect the
treatment of cushion gas under other
sections of the Code, where applicable.

The legislative history of the Act also .

provides that the Treasury Department

- “may" issue regulations providing that

“‘emergency gas” (or a.portion thereof),
may be similarly excepted from the

. capitalization rules of section 263A.

Conference Report at [1-305. For this
purpose, emergency gas is defined as
natural gas stored in an underground
storage facility or reservoir which is not
cushion gas, but which nevertheless
may be stored by the taxpayer in order
to be available for periods of unusually

" heavy customer demand. After careful

consideration of the matter, the
temporary regulations, in keeping with
the principles of uniformity and
neutrality underlying the Act, do not
provide a special exception for
emergency gas. Accordingly, the

capitalization rules of section 263A
regarding property acquired for resale
are applicable to emergency gas, which -
is regarded as part of the taxpayer's .
inventory under the Code. :

Application of Section 263A to Foreign .
Persons

" The provisions of section 263A
{including the effective dates thereof)
are applicable to all persons engaging in
thé production of property, or the
acquisition.of property for resale,
including, for example; certain foreign
persons which may be organized and
operated exclusively outside the United
States. Regulations contained in a
separate document will be issued to .
provide further detailed guidance with
respect to the application of the rules
under section 263A for purposes of
making certain determinations of the
earnings and profits of all foreign

-corporations including, for example,

determinations of the earnings and
profits for purposes of sections 3186, 902,
964, and 1248. .

Transfers of Inventory Between Related
Parties

Section 263A(h)(1) of the Code
provides that the Secretary of the
Treasury shall prescribe rules to carry
out the purpose of section 263A,
including regulations to prevent the use
of related parties, pass-thru entities, or
intermediaries to avoid the application
of this section. It has come to the
attention of the Internal Revenue |
Service that certain taxpayers using the
LIFO method of accounting may have
contributed (or may contribute}
inventory properties to subsidiaries
(also using the LIFO method) in
transactions described in section 351,
shortly before the effective date of
section 803 of the Act (i.e., taxable years
beginning after December 31, 1986). Such
transactions, although conducted for
legitimate business purposes, could have
the inadvertent effect of allowing the
transferee to avoid (practically
speaking) the necessity to restate
begmmng inventory balances under the
change in method of accounting required
under section 263A. Such avoidance
could take place because, under certain
authorities, the transferee would regard
the transferred properties as newly
acquired. Thus, under these authorities
the transferee would not be required to
restate those beginning inventory -
balances with reference to the -
transferor’s production history, leading
to an avoidance of the rules of section
263A which would have otherwise
applied if such transfer had not taken
place. .
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The regulations prevent this
avoidance of section 263A by requiring
that the inventory restatement be
calculated by assuming-that the:
inventory properties were still in the,
hands of the transferor on the
-restatement date. This provision of the
regulations is effective for transfers of
property occurring, after September 18,
1986 (the date of filing with respect to
the Conference Report of H:R. 3838].

Transitional Rules -

With respect to taxpayers accounting
for the costs of producing inventory, the
change in accounting method resulting

" from the inclusion under section 263A of
additional costs in inventory for the
year of change will generally be treated
as an autematic change in accounting
method, initiated by the taxpayer and

. approved by the Commissioner. Thus,
for example, no diminution in the
amount of the section 481(a) adjustment
shall occur by reason of amounts-
attributable to years preceding the -
effective date of the Internal Revenue
Code of 1954. .

The temporary regulations provide
guidance to taxpayers regarding the.
changes in accounting methods required
under section 263A and the amount and:
timing of the section 48%(a) adjustment.
Except as modified by the temporary
regulations, the timing of the section.
481(a) adjustment shall be determined
under the administrative procedures
applicable to a voluntary change in
method of accounting in effect on
January 1, 1987, i.e.. Revenue Procedure
84-74, 1984-2 C.B. 736. The difference
between the inventory as valued under
prior law and the revalued inventory
(i.e., the increase in beginning inventory

-balances for the year of change} will
represent the amount of adjustment to
be taken into account under section 481
of the Code: The section 481(a}
adjustment is allocated over a period
not to exceed four years. In the case of
property which is not inventory in the:
hands of the taxpayer, the temporary
regulations apply te costs incurred after
December 31, 1986; with no restatement
of basis or capital account and no
corresponding adjustment under section
481(a}. Thus, for example, a real estate
developer-that holds homes for sale in
the ordinary course. of business would
not restate the balance in its capital
accounts or calculate a section 481(a)
adjustment because such homes are not
treated as merchandise includable in
inventory. See, e.g., W.C. and A.N.
Miller Development v. Commissioner, 81
T.C. 619 (1983).

The Internal Revenue Service intends
to amend the general rules applicable to. -

_ changes in methods of accounting to

ensure that taxpayers failing to comply
with the transitional provisions of
section 263A will not receive more
favorable treatment under the rules
generally applicable to voluntary
changes in methods of accounting.

_Special Analyses

The Commissioner of Internal
Revenue has determined that this
temporary rule is not a major rule as
defined in Executive Order 12201,
Accordingly, a Regulatory Impact
Analysis is not required. A general
notice of proposed rulemaking is not
required for temporary regulations.
Accordingly, the temporary regulations
are not subject to the Regulatory
Flexibility Act {5 U.S.C. chapter 6}. The
collection of information requirements
contained in this regulation have been
submitted to the Office of Management
and Budget (OMB] in accordance with

. the requirements of the Paperwork

Reduction Act of 1980. These
requirements have been approved by

OMB under control number 1545-.

Drafting Information

The principal author of these
regulations is Paulette C. Galanko of the
Legislation and Regulations Division,

_Office of Chief Counsel, Internal

Revenue Service. However, personnel
from other offices of the Internal
Revenue Service and Treasury
Department participated in developing
the regulation with respect to matters of
both substance and style:’

List of Subjects '
26 CFR 1.441-1—1.483-2

Income taxes, Accounting, Deferred.
compensation plans.

26 CFR 602

Reporting and recordkeeping.
requirements.

-

Amendments to the Regulations.

For the reasons set out in the
preamble, Subchapter A, Part 1 and
Subchapter H, Part 602 of Title 26,
Chapter 1 of the Code of Federal
Regulations are amended as set forth
below:

PART 1—{AMENDED]

Paragraph 1. The authority for Part1
is amended by adding the following
citation:

Authority: 26 U.S.C. 7805. * '* * Section
1.263A-1T also issued under 28 U.5.C, 263A.

Par. 2. New § 1.263A-1T is added at

" the appropriate place to read as follows: .

§ 1.263A~1T Capitalization and inclusion in
inventory costs of certain expenses
(temporary).

(a} Introduction and effective date—
(1) In general. Except as otherwise
provided, all costs that are incurred with
respect to real or tangible personal
property which is produced, or property
which is acquired for resale, are to be
capitalized with respect to such
property. Rules are provided herein for
the capitalization and allocation of costs.
among the various activities of the
taxpayer. This section applies to costs
incurred for the production of real
property and tangible personal property.
In the case of costs incurred with
respect to property acquired for resale,
this section applies to tangible and
intangible property. Costs that are not
treated as capitalized with respect to
property produced or acquired for resale
shall be accounted for'under a proper

. method of accounting. See section 446

{c) and § 1.446-1. :

(2) Property produced in a farming _
business. See paragraph (c) of this
section for definitions and special rules.
applicable to costs incurred in a farming
business.

(3} Property acquired for resale. See
paragraph (d} of this section for rules
relating to accounting for the costs of
property acquired for resale.

(4) Effective date. In general, this
section is effective for costs incurred
after December 31, 1986, in taxable
years ending after such date. In the case.
of property that is inventory in the
hands of the taxpayer, this section is
effective for taxable years beginning
after December-31, 1988. See paragraph
{e) of this section regarding the
requirement that taxpayers change their
method of accounting for inventory
property.

(5} Definitions and special rules—(i)
Capitalize; allocate. For purposes of this
section, the term “capitalize” means, in
the case of property that is inventory in
the hands of the taxpayer, to include in
inventory costs and, in the case of other
property, to charge to capital accounts
or basis. The term “allocate” means to
apportion costs to various activities.
including production and resale
activities with respect to which such
costs will be capitalized. Capitalized
costs are to be recovered through
depreciation, amortization, cost of goods
sold, as an adjustment to basis, or
otherwise, at such time as the property
is used, sold, or otherwise disposed of
by the taxpayer. The recovery of such
capitalized costs shall be in accordance
with the rules in the applicable sections
of the Code relating to such use, sale, or
disposition.
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(ii) Produce. For purposes of this
section, the term “produce” includes
construct, build, install, manufacture,
develop, improve, create, raise or grow.
Property produced for the taxpayer
under a contract with the taxpayer is
treated as property produced by the
taxpayer to the extent that the taxpayer
makes payments or otherwise incurs
costs with respect to such property.

(iii}) Tangible personal property. (A)
General rule. For purposes of this
section, the term “tangible personal
property” includes films, sound
recordings, video tapes, books and other
similar property containing words,
ideas, concepts, images or sounds. A
sound recording is a work that results
from the fixation of a series of musical,
spoken, or other sounds, regardless of
the nature of the material objects, such
as discs, tapes or other phonorecordings,
in which such sounds are embodied. The
requirements of this section apply to the

production of tangible personal property .

within the meaning of this paragraph
(a){5)(iii} without regard to whether such
property is treated as tangible or
intangible under other sections of the
Code. Thus, the requirements of this
section apply to the costs of the
properties enumerated in this paragraph
(a)(5)(iii) although such costs may
consist of copyrights, licenses,
manuscripts, and other items which may
be treated as intangible for other
purposes of the Code. For example, the
costs of producing a book (including
teaching aids and other similar property)
required to be capitalized under this
section include prepublication
expenditures incurred by publishers of
books and other similar property,
including payments made to authors of
literary works, as well as costs incurred
by such publishers in the writing,
editing, compiling, illustrating, designing
and development of books or similar
property. Such costs are required to be
capitalized under this section without
regard to whether such costs are
determined to relate to the production of
a manuscript or copyright of a book, as
opposed to the physical costs (e.g.,
paper and ink) of printing and binding a
book. See § 1.174-2 (a}(l) which
provides that the term “research or
experimenta} expenditures” does not
include expenditures incurred for
research in connection with literary,
historical, or similar projects.

(B) Clarification of effective date. The
provisions of this section as applied to
the production of tangible personal
property as defined herein (including
prepublication expenditures of
publishers), shall apply to such
production activities under the effective

date provisions of paragraph (a}{4} of
this section.

(ivl Trade or business. For purpases of
this section, activities of the taxpayer
shall not constitute a separate trade or
business solely by reason of
classification as an inventory poolor a
business unit (such as a “natural
business unit” as defined in § 1.472-
8(b)).

(6] Exceptions for certain costs. This.
section does not apply tor

(i) Any property produced by the
taxpayer for use by the taxpayer other
than in a trade or business or an activity
conducted for profit.

(ii) Any intangible drilling and:
development costs of oil and gas or
geothermal wells allowable as a
deduction under section 263(c), or any
development or exploration costs of
mineral property allowable as a
deduction under sections 616(a} or
617(a) of the Code.

(iii} Any costs incurred for the
production of property by the taxpayer
pursuant to a long-term contract as
defined in section 460, regardless of
whether the taxpayer uses an inventory
method to account for such production.
(However, this section shall apply to
property produced for the taxpayer
under contract with the taxpayer to the
extent that the taxpayer makes
payments or otherwise incurs costs with
respect to such property.}

(iv} Any amount allowable as a
deduction under section 174.

(v} Any costs incurred for the
production of property for use by the
taxpayer in its trade or business if
substantial construction of the property
had occurred before March 1, 1986. For
purposes. of this section, substantial
construction is deemed to have occurred
if the lesser of—

(A} 10 percent of the total estimated
costs of construction, or

(B} The greater of—

{7) $10 million or

{2) 2 percent of the total estimated
costs of construction,

was incurred before March 1, 1986. For
purposes of this provision, the total
estimated costs of construction shall be:

determined by reference to a reasonable '

estimate, on or before March 1, 1986, of
such amount. Assume, for example, that
on March 1, 1988, the estimated costs of
constructing a facility were $150 million.
Assume that before March 1, 1986, $12
million of construction costs had been
incurred. Based on the above facts,
substantial construction would be
deemed to have occurred before March
1, 1988, because $12 million (the costs of
construction incurred before such date}
is greater than $10 million (the lesser of

$15 million or (the greater of $10 million
or $3 million)}. For purposes of this
provision, construction costs are defined
as those costs incurred after
construction has commenced at the site-
of the property being constructed
(unless the properiy will not be located
on land and, therefore, the initial
construction of the property must begin
at a location other than the intended
site). For example, in the case of a
building, construction commences when
work begins on the building, such as the
excavation of the site, the pouring of
pads for the building, or the driving of
foundation pilings into the ground:
Preliminary activities such as project
engineering and architectural design do
not constitute the commencement of
construction, nor are such costs
considered construction costs, for
purposes of this paragraph {a}{6}{v].

(vi) Any costs incurred by a taxpayer
with respect to natural gas acquired for
resale to the extent that such costs
would otherwise be allocable to
“cushion gas”. “Cushion gas” is the
portion of gas stored in an underground
storage facility or resetvoir that is
required to maintain the level or
pressure necessary for operation of the:
facility. Costs incurred in connection
with cushion gas are to be accounted for
under the rules in effect before the
enactment of section 263A to the Code.

{vii} Any costs incurred with respect
to personal property acquired for
resale by a taxpayer with average
annual gross receipts that do not exceed
$10 million. See paragraph (d)(2] of this
section for rules and definitions.

(viii) Any costs incurred in raising,
growing, or harvesting trees (including

“the costs associated with the real

property underlying such trees), other
than trees bearing fruit, nuts, or other

.crops, or ornamental trees. For purposes

of this section, ornamental trees do not
include evergreen frees that are more
than six years old when severed from
the roots. See paragraph (c) of this
section for the treatment of costs
incurred in connection with trees not
covered by this exception.. .

(b) Capitalization of costs—{(1} In  *
general. Except as otherwise provided,
the following rules shall apply in
determining what costs are properly -
capit’alized with respect to property

.which is produced or acquired for

resale. (Hereinafter; the activities
attributable to-such property may be
referred to as “production or resale-
activities".}

(2} Types of costs—{i} Direct costs.
Direct material costs and direct labor

* costs must be capitalized with respect to

a production or resale activity. “Direct
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material costs” include the cost of those
materials which become an integral part
of the subject matter and the cost of
those materials which are consumed in

. the ordinary course of the activity.
“Direct labor costs” include the cost of
labor which can be identified or -
associated with a particular activity.
The elements of direct labor costs
include such items as basic -
compensation, overtime pay, vacation

and holiday pay, sick leave pay (other - h

than payments pursuant to a wage
continuation plan under section 105{d)
‘as it existed prior to its repeal in 1983},
shift differential, payroll taxes and
payment to a supplemental
unemployment benefit plan paid or
incurred on behalf of employees -
engaged in direct labor. .

(ii} Indirect costs—general
description. The term “indirect costs”
includes all costs other than direct
material costs and direct labor costs. All.
costs that directly benefit or are

" incurred by reason of the performance
of a production or resale activity must
be capitalized with respect to the .
property produced or acquired unless
‘otherwise provided in paragraph (b)(2)
(v} of this section. Certain types of costs
may directly benefit, or be incurred by
reason of the performance of a .
particular activity of the taxpayer even
though the same types of costs also
benefit other activities of the taxpayer.
Accordingly, such costs require a
reasonable allocation to determine the
portion of such costs that are
attributable to each activity of the
taxpayer, . R

(ili} Examples of indirect costs.
Indirect costs that must be capitalized
with respect to production or resale
activities include amounts incurred for:

{A) Repair of equipment or facilities;
_ [B) Maintenance of equipment or"
facilities; S

(C) Utilities, such as heat, light, and

_power, relating to equipment or
facilities; . :

(D} Rent of equipment, facilities, or .

land; - )

(E) Indirect labor and contract
supervisory wages, including basic.
compensation, overtime pay, vacation
and holiday pay, sick leave pay (other
t_han payments pursuant to 8 wage
continuation plan under section 105(d)
as it existed prior to'its repeal in 1983],
- shift differential, payroll taxes and
contributions to supplemental
unemployment benefit plans;

(F) Indirect materials and supplies;

(G) Tools and equipment the costs of
which are not otherwise capitalized:

(H) Quality control and inspection; .

(I) Taxes otherwise allowagle asa
deduction under section 164 (other than-

State, local, and foreign income taxes)

that relate to labor, materials, supplies,.

equipment, land or facilities, other than
taxes described in section 164 that are
paid or’accrued by a taxpayer in
connection with the acquisition of
property desciibed in paragraph (b}(2)
(iii}{]) of this section and which are
treated as part of the cost of such
acquired property);

(1) Depreciation, amortization and
cost recovery allowance on equipment
and facilities (to the extent allowable as
deductions under Chapter 1 of the
Code);

(K) Depletion (whether or not in
excess of cost);

(L} Administrative costs, whether or
not performed on a job-site, but not

" including any cost of selling, or any

return on capital;

{M) Direct and indirect costs incurred
by any administrative, service, of
support function or department to the
extent such costs are allocable to
particular activities pursuant to

. paragraph (b)(4) of this section;

(N) Compensation paid to officers
attributable to services performed in
connection with particular activities (but
not including any cost of selling};

(O) Insurance, such as insurance on
plant, machinery or equipment, or
insurance on the subject matter of the

" activity;

(P) Contributions paid to or under a
stock bonus, pension, profit-sharing or

. annuity plan, or other plan deferring the

receipt of compensation whether or not
the plan qualifies under section 401(a)
(except for amounts described in
paragraph (b)(2)(v}(H]) of this section},
and other employee benefit expenses
paid or accrued on behalf of labor, to
the extent such contributions or
expenses are otherwise allowable as
deductions under chapter 1 of the Code,
“Other employee benefit expenses"
include (but are not limited to): worker's
compensation; amounts deductible or
for whose payment reduction in
earnings and profits is allowed under
section 404A and the regulations
thereunder; payments pursuant to a
wage contribution plan under section
105{d) as it existed prior to its repeal in
1983; amounts includible in the gross
income of employees under a method or
arrangement of employer contributions
or compensation which has the effect of
a stock bonus, pension, profit-sharing or
annuity plan, or other plan deferring
receipt of compensation or providing
deferred benefits; premiums on life and
health insurance; and miscellaneous
benefits provided for employees such as
safety, medical treatment, recreational
and eating facilities, membership dues,
etc.;

Q Rev&;ork labor, scrdp and spoilage;
(R) Bidding expenses incurred in the

- solicitation of contracts, (including

contracts pertaining to property
acquired for resale} ultimately swarded
to the taxpayer. For purposes of this
section the term “bidding expenses”
does not include any research and
experimental expenses described in
section 174 and the regulations
thereunder. The taxpayer shall defer all

bidding expenses paid or incurred in the

solicitation of a particular contract until
the contract is awarded. If the contract

‘is awarded to the taxpayer, the bidding

costs become part of the indirect costs
allocated to the costs of the subject
matter of the contract. If the contract is
not awarded to the taxpayer, bidding
costs become deductible in the taxable
year the contract is awarded, or in the
taxable year the taxpayer is notified in
writing that no contract will be awarded
and that the contract {or a similar or
related contract) will not be re-bid, or in
the taxable year that the taxpayer
abandons its bid or proposal, whichever
occurs first. Abandoning a bid does not
include modifying, supplementing, or
changing the original bid or proposal. If
the taxpayer is awarded only part of the
bid (for example, the taxpayer
submitted one bid to build each of two

different types of products and the

taxpayer was awarded a contract to
build only one of the two products}, the
taxpayer shall deduct the portion of the
bidding expense related to the portion of
the bid not awarded to the taxpayer. In
the case of a bid or proposal for a multi-
unit contract, however, all the bidding
expenses shall be included in the costs
allocated to the subject matter of the
contract awarded to the taxpayer to
produce or acquire for resale any of
such units (for_ example, where the
taxpayer submitted one bid to produce
three similar turbines and the taxpayer
was awarded a contract to produce only
two of the three turbines);

(S} Engineering and design expenses
(to the extent that such amounts are not
research and experimental expenses as
described in section 174 and the
regulations thereunder); and

(T} To the extent not previously
described as a direct or indirect cost
subject to capitalization, the following
items incurred with respect to
production or resale activities:

(1) Storage and warehousing costs;

(2) Purchasing costs; '

(3) Handling, processing, assembly,
and repackaging costs; and '

(4) A portion of general and
administrative costs allocable to these
functions.
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(See paragraph (d){3)(ii} of this section
for definitions of these various types of
costs with respect to property acquired
for resale. Principles which are similar .
to the provisions of paragraph (d}{3){ii)
of this section shall apply in defining
these various types of costs with respect
to production activities). .

(iv) Allocation of interest expense to
production activities—{A)} In General,
Interest on debt incurred or continued to
finance the production of real or
tangible personal property to which this
section otherwise applies must be
capitalized, as provided in this
paragraph. {Interest on debt incurred or
continued to finance the acquisition and
holding of property for resale is not
required to be capitalized under this
section]. Interest paid or incurred during
the production period must be
capitalized if the property produced is:

(7} Real property; '

‘2) Personal property determined
under section 168 to have a class life of
20 years or more;

{3) Personal property with an
estimated production period in excess of
2 years; or

(4) Personal property with an
estimated production period in excess of
1 year if the estimated cost of
production exceeds $1 million.

For purposes of this paragraph, the
production period begins on the date
production of the property begins and
ends on the date the property is ready to
be placed in service or ready to be held
for sale. .

(B) Avoided cost method. The
determination of the amount of debt that
is treated as incurred or continued to
finance production is based on the
amount of interest expense that would
have been avoided if production
_ expenditures had not been made and the
amount of such expenditures were used
to repay the indebtedness of the
taxpayer. Debt that can be specifically
traced to a production activity must first
be allocated to that activity. To the
extent that production expenditures
exceed the amount of debt specifically
traceable to that production activity,
other debt of the taxpayeristobe
treated as allocable to the preduction
activity. The interest rate {0 be applied
to such additional allocable debt is: the:
weighted average of the interest rates on
the taxpayer's debt outstanding during
the production perfod, other than debt
specifically traced to a production ™
activity. For purposes of this paragraph
(b}2}{iv}{b), production expenditures
are those costs. including interest
expense capitalized during the
production: peried, required to be ,
capitalized with respect to production .

under the rules of this section, without
regard to whether such costs are
incurred during the production period of
the property to which the costs relate.
(E.g., production expenditures include .
planning-and design activities which are
generally incurred before the production
period commences, as well as the costs
of raw land and materials acquired
before the production period
commences).

(C} Advance payments. if production
is undertaken for a customer who agrees
to make progress payments or advance
payments {or any other payments:
serving a similar purpose}, for property
to be held for sale to customers, or used
in a trade or business or activity
conducted for profit, the customer is
treated as producing the property to the
extent such progress payments or
advance payments are made. (See
paragraph (a){5)(ii} of this section.)
Moreover, the customer is treated as_
producing the property to the extent that
the taxpayer incurs other costs (e.g.,
general and administrative costs) with
respect to the property under '
production. Thus, interest on
indebtedness incurred or continued =
during the production period to finance.
the payments made (and costs incurred)
by the customer must be capitalized by
the customer if such property is }
described in paragraph (b)(2}{iv}(A} of
this section. In addition, the taxpayer
producing the property for the customer
must capitalized interest costs with
respect to the property produced under
the provisions of this paragraph to.the
extent that the production expenditures
incurred by the taxpayer exceed the.
accumulated payments received from
the customer with respect to such
property. .

(D) Property used in production
process. Interest on debt incurred or |
continued to finance any asset (e.g.,
manufacturing equipment and facilities)
that is used in the production or
property described in paragraph
(b}{(2)(iv)(A} of this section shall be
capitalized to the extent that such
interest is paid or incurred during the
production peried of the property. The:
determination of the. amount of debt that
is treated as incurred or continued to.
finance any asset, and the interest
attributable to such debt, shall be
determined under the: provisions of
paragraph (b}(2){iv)(B) of this section.
Wheére an asset is used in the preduction
of property and for other purposes, only
the portion ef such interest properly
allecable to the production activity shall
be capitalized. C

(v) Costs not capitalized. Costs which.
are not required to be capitalized with. .

respect to production or resale activities
include amounts ineurred for:

(A) Marketing, selling, advertising and
distribution expenses; o

{B) Bidding expenses incurred in the
solicitation of contracts not awarded to

_ the taxpayer;

(C) General and administrative
expenses (but not including any cost
described in paragraph (b}(2){iii) (L} or
(M) of this section), and compensation
paid to officers attributable to the
performance of services thatdonot
directly benefit or are not incurred by
reason of a particular production
activity; . _

(D] Research and experimental
expenses (described in section 174 and

" the regulations thereunder);

(E) Losses under section 165 and the
regulations thereunder; -

(F) Depreciation, amortization and-
cost recovery allowances on equipment
and facilities that-have been placed in-
service but are temporarily idle (for this
purpose, an asset is not considered to be
temporarily idle on non-working days,
and an asset used in construction is
considered to be-idle when it is not
enroute to orlocated at a job-site};

(G) Income taxes;

{H]} {7} Contributions paid to or under
a pension or annuity plan allowable as a
deduction under section 404 {and section
404A if applicable) to the extent such
contributions represent past service
costs as determined under the particular
funding method established for the plan
for the period in question under the
provisions of section 412; '

{2) [Reserved.]

(I) Cost attributable to strikes; and

{J} Repair expenses that do not relate
to the manufacture, or production of
property. -

(vi} Costs provided by a related
person. (A) Any taxpayer engaging in
production or resale activities shall
capitalize any direct or indirect costs
properly allocable to such activities
although the materials, labor, or services
(the “items"), constituting the costs in
question are provided to the taxpayer by
a related person for a price which is less
than the arm’s length charge for such
items. In such a situation, both the
taxpayer and the related person shall
account for the transaction for federal
income tax purposes as if the taxpayer
purchased the items in question for their
arm’s length charge from the related
person. Thus, for example, the taxpayer
shall capitalize an amount equal to the
arm's length charge for such items and
the related person shall include in
income an amount equal to such arm's-
length: charge. k
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{B] The provisions of this paragraph
(b}(2}(vi) shall not apply if, and to the
extent, the transaction is preperly
accounted for in such a manner as to -
result in the capitalization (or deferral of -

the deduction) of the costs of the items -

by the related party, and the related
party does not deduct such costs earlier:
than the time that the costs would have
been deducted by the taxpayer had the
costs been initially capitalized by .the .
taxpayer. ‘Thus, for example, the
provisions of this paragraph. (b)(2)(vi)
shall not apply if, and to the extent, that
the transaction is treated as a deferred

. intercompany transaction under
§1.1502-13, and the gain or loss is
deferred by the selling member under
that section. In addition, the provisions
of this paragraph (b)(2){vi) shall not
apply if, and to the extent, it would not
be appropriate under the principles of
section 482 for the Commissioner to -
adjust the income of the taxpayer or the

related person with respect to the

transaction at issue.

(C) For purposes of this paragraph
(b}{2)(vi), an “arm’'s length charge” for
an item shall mean the arm’s length
charge (or other appropriate charge,

where applicable) established under the

principles of section 482. Thus, for
example, the term “arm’s length charge”
may refer to the cost of an item, if such
treatment is allowed under the

principles of section 482, In addition, the

principles of section 482 shall apply in
determining the various correlative
adjustments which shall occur by reason
of the required accounting treatment of
these transactions. For purposes of this
paragraph ({b)(2)(vi}, a taxpayer shall be
related to another person if the taxpayer
and such person are described in section
482 of the Code:

(vii) Practical capaczty [Reserved ]

{viii) Examples.

Example (1). The taxpayer A, owns and
operates a manufaclurmg facility which
produces tangible personal property, the
costs of which are subject to the -
capitalization rules of this section. Normally,
two separate shifts of production workers are
employed at the facility during a typical work
day. However, for various business reasons,
during a particular period of time, none of the
production workers report for work at the
facility, and the facility is not used during
any of the normally scheduled work days in
such period. Under this section, the facility is
considered to be terporarily idle for
" purposes of paragraph (b}(2)(v}(F) of this
.section,.and thus A is allowed to expense
depreciation, amortization, and cost recovery
allowances on the facility and the equipment
contained therein with respect to the
normally scheduled work days for which the
facility and equipment are completely idle.

Example (2). Assume the same facts as in
example (1}, except that, for various business
-reasons, during a particular period of time,

. only one shift of production workers.report

for work at the facility, and the facility is not

. used for the duration of the remaining work-

day. Under this section, the facility is not

considered to be temporarily idle for
purposes of paragraph (b}{z](v)[F} of this
section,

Example (3). The taxpayerB owns and
operates a manufacturing facility which. -
produces tangible personal property, the
costs of which are subject to the
capitalization rules of this section. The

.. facility normally runs 24 hours a day, and

typically produces 1000 units of product for
each day's-operations. However, for various
business reasons, during a particular period
of time, the facility continues to operate 24
hours a day, but only produces 700 units of
product for each day's operations. The same -
result occurs as in example (2), i.e., the

" facility is not considered to be temporanly

idle for purposes of paragraph (b)(2)}(v})(F) of
this section,

(3) Allocation methods—(i) Direct
Iobor. Direct labor costs incurred during
the taxable year shall generally be
allocated to or among activities using a
specific identification (or “tracing”)
method. However, direct labor costs
may be allocated to or among particular
activities using any method, provided
that the method employed reasonably
allocates direct labor costs among such
activities. For the purpose of allocating
elements of direct labor cost (other than
basic compensation] to particular
activities, all such cost elements may be
grouped together and then allocated to
or among activities in proportion to the
charge for basic compensation. Under
this paragraph, a taxpayer must
capitalize all of its direct costs. -
Nevertheless, a taxpayer will not be
treated as using an incorrect method of
accounting if the taxpayer treats any
direct costs as indirect costs, provided
such costs are capitalized to the extent

provided by paragraph (b){3)(iii) of this -

section. Thus, for example, a taxpayer
may. treat direct labor costs as part of
indirect costs (for example, by use of the
conversion cost method), provided all
such costs are capitalized as provided
by paragraph (b)(3)(iii) of this section.

(ii) Direct materials. The cost of direct
materials shall generally be allocated to
the activity for that year, using the
taxpayer's method of accounting for the
inventories containing such materials
{e.g.. specific identification, FIFO, LIFO).
Direct materials which are not

- accounted for under the provisions of

the preceding sentence shall be
allocated to an activity using a tracing.
method or any other method which -
reasonably allocates such direct
material costs among activities.

(iii} Indirect costs—{A} In general. (1)
The indirect costs required to be
allocated to or among production or
resale activities under paragraph (b}(2)

of this section shall be allocated to
particular activities using either a
specific identification (or “tracing”)
method, the standard cost method, or a
method using burden rates (such as
ratios based on direct costs, hours, or
other iters, or similar formulas), so'long
as the method employed for such ‘
allocation reasonably allocates indirect
costs among production or resale
activities. Indirect costs may ordinarily
be allocated to production and resale’
activities on the basis of direct labor

and material costs, direct labor hours, or - .

any other basis which results in a
reasonable allocation of such mdnrect ‘
costs.

(2) An allocation method under this
paragraph (b}(3) will not be considered
to be reasonable if such method does
not result in the capitalization of all
costs that directly benefit or are
incurred by reason of the performance
of productmn or resale activity as
described in paragraph (b}(2)(ii) of this
section. However, an allocation method
that fails to meet these requirements
may be used by the taxpayer if, with
respect to the taxpayer’s productlon or
resale activities taken as a whole—

(/) The total amounts of such costs
which the taxpayer capitalizes during
the taxable year do not differ
significantly (with approprlate
consideration being given to the volume
of the taxpayer's production or resale
activities) from the total amounts which

_ would be capitalized under the
- requirements of the precedmg sentence;

and

(i1} The allocatlon method is applied
consnstently by the taxpayer, and does
not result in a significantly . '
disproportionate allocation of costs to
production or resale activities in such a
manner as to circumvent the pnnmp!es
of this section.

The principles of this paragraph (b}(3)
(iii}fA)(2) shall also be applicable with
respect to the use of the snmpllfxed
production method (as/described in
paragraph (b){5) of this section), the
simplified service cost method (as
described in paragraph (b){6) of this
section), and the snmphﬁed resale
method (as described in paragraph {d)
(3) of this section), Thus, theuse of
various allocation procedures under
those methods shall be permitted
although such procedures may -

. otherwise fail to meet the respective -

requirements of those methods, if the
procedures satisfy the requirements of
this paragraph (b)(3)(iii}{(A}(2).

{3) In the event that the allocation
methods (such as burden rates, or the:
standard cost method) utilized by a
taxpayer under its method of accounting



Federal Register. | Vol. 52,.No. 60 / Monday, March 30, 1987 / Rules and Regulations

10065 -

prior to the effective date of the Tax-
Reform Act of 1966 do not result in the
allocation of sufficient amounts of .
indirect costs to production or resale
activities under this section: .

(1) The taxpayer shall change its . -
burden rates, standard costs, or other
methods, to increase the amount of
indirect costs being allocated to
production or resale activities; or .

{/7) The taxpayer may retain the use of
its present burden rates, standard costs,
or other methods. but shall adopt further
methods {including, but not limited to,
additional burden rates or standard
costs). to ensure that adequate amounts
of indirect costs are allocated to
production or resale activities.

(B} [Reserved.]

(C) Burden rates. (1) In general
Burden rates may be developed in
accordance with acceptable accountmg
principles and applied in a reasonable
manner. If a taxpayer chooses, it may
allocate different indirect costs on the -

basis of different burden rates. Thus, for -

example, the taxpayer may use one,
burden rate for allocating rent and -
another burdern rate for allocating

- utilities. Any change in a burden rate
which is merely a periodic adjustment to

-reflect current operating conditions, -
such as increases in automation or
changes in operation, does not
constitute a change in method of
accounting under section 446. However,
& change in the concept under which
such rates are developed does constitute
a change in method requiring the
consent of the Commissioner, except as
provided in paragraph (e} of this section.
The taxpayer shall maintain adequate °
records and working papers to support
all burden rate calculations.

{2} Development of burden rates. The
following factors, among others, may be
taken into account in developing burden
rates:

(/) The selection of an appropriate

. level of activity and period of time upon
which to base the calculation of rates
which will reflect operating conditions
for purposes of unit costs being
determined;

(1) The selection of an appropmate
statistical base such as direct labor
hours, direct labor dollars, or machine
hours, or a combination thereof, upon
which to apply the overhead rate to
determine costs; and -

(i} The appropriate budgeting,
classification and analysis of expenses
{for example, the analysis of fixed and
variable costs).

(3) Operation of the burden rate . .
method, The purpose of the burden rate .
method is to allocate an appropriate
amount of hidirect costs to production or
resale activities through the use of

predetermined rates intended to -
approximate the actual amount of
indirect costs incurred: Accordingly, the
proper use of the burden rate method
under this section requires that any net,
negative or nef positive difference
between the total predetermined amount
of costs allocated to property and.the
total amount of indirect costs actually
incurred and required to be allocated to

_such property (i.e.; the under or over-

applied burden) must be treated as an
adjustment to the taxpayer's ending

mventory or capital account (as the case .

may be) in the taxable year in which
such difference arises. However, if such
adjustmient is not significant in amount
in relation to the taxpayer's total

- indirect costs incurred with respect to

production or resale activities for the
year, then such adjustment need not be

. allocated to the property produced or

acquired for resale unless such
allocation is made in the taxpayer's
financial reports. The taxpayer must
treat both positive and negative
ad}ustmenta consistently.

(D) Standard cost method. (1) In
general. A taxpayer may use the
“standard cost” method of allocating -
costs, provided that variances are '
treated in accordance with the
procedures prescmbed 'For purposes of
this section, a "net positive overhead

_ variance” shall niean the excess of total

standard indirect costs over total actual
indirect costs and a “net negative
overhead variance” shall mean the
excess of total actual indirect costs over
total standard indirect costs.

{2) Treatment of variances. The
proper use of the standard cost method -

requires that a taxpayer must reallocate .
" to property a pro rata portion of any net

negative or net positive overhead
variances and any net negative or net
positive direct cost variances. The
taxpayer must apportion such variances
to or-among the property to which the
costs are allocable. However, if such
variances are not significant in-amount

* in relation to the taxpayer’s total
- indirect costs incurred with respect to
- production and resale activities for the. .

year, then such variances need not be

--allocated to property produced or

acquired for resale unless such

. allocation is made in the taxpayer's
* financial reports, The taxpayer must
.. treat both positive and negative
- variances consistently.

(4) Allocation of administrative,”

* service, or support costs to activities—
- (i} Introduction. If a function or

department of the taxpayer incurs costs -
that directly benefit particular
production or resale activities of the
taxpayer, the costs of such function or
department are allocable to such

activities. See paragraph (b)(3) of this
section. However, if a function or- -
department incurs costs that do not
directly benefit particular production or
resale activities but rather, for example, -

. benefit only the overall management or

policy guidance functions of the
taxpayer, the costs incurred by such
function or department are not allocable
to production or resdle activities, In
some cases, the costs incurred by a
function or depariment may directly
benefit particular production or resale
activities as well as the taxpayer's other
functions, such as overall management

or policy guidance functions. In such

cases, the taxpayer shall reasonably
allocate the costs of such function or’
department between the taxpayer's
production or resale activities and the
taxpayer's other functions. Paragragh
(b)(3}(iii) and (4)(iii) of this section
provide guidance asto what constitutes
a reasonable method of allocating these
costs,

{ii) General rule. The total direct and
indirect costs (“servnce costs”) of
administrative, service, or aupport
functions or departments ("'service

. . departments") that directly benefit a

particular production or resale activity
shall be du‘ectly allocated to such

. activity; if service costs directly benefit -

more than one production or resale

activity, then such costs shall be

allocated to particular activities under
the prmc1ples of this paragraph. The
service costs that benefit production or
resale activities as well as other _
functions (*mixed service costs”) shall
be allocated to particular activities or
functions on the basis of a factor or
relationship that reasonably relates the
incurring of the service cost to the’
benefits received by the activity. In
general, the direct costs of a service
department include costs that can be
identified specifically with the services
provided by the department and the

indirect costs of a service department

include costs not identified specifically
with the services provided by the

. function or department, but incurred by

reason of the direct costs of the function-

. or department. Such direct and indirect

costs include, but are not limited to,
compensatmn (including compensation
referred to in paragraph (b){2)(i) of this
section) of employees directly engaged
in performing the services provided by
the department, travel, materials and
supplles -consumed by the départment,
supervisory and clerical compensation,

-occupancy costs (rents or an allocable

share of depreciation and property

. taxes), depreciation or rent of office

machines, utilities, telephone, and other
department overhead. The types of
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activities that are administrative,
" service or support functions or.

departments are not predetermined, but :

depend upon the facts anid
circumstances of each taxpayer's: -
activities and business organization. In -
a decentralized business organization, '
all costs incurred at higher levels, for
example, at a parent corporation or
organization or at the headquarters of a
subsidiary corporation or division, are
not necessarily general and
administrative expenses (as described in
paragraph (b){2)(v}(C) of this section)
with respect to particular activities.
.{iit) Rules for allocation of service
costs. The taxpayer shall allocate the
total direct and indirect costs of a
. service department to activities by
applying consistently any reasonable
method of cost allocation as described
in paragraph (b}(3}(iii} of this section.
(However, for purposes of this section, a
method shall not be considered to be
reasonable if such method effectively
allocates service department costs to
- other service departments in sucha
-manner as to avoid the eventual
reallocation of such costs to production °
and resale activities if such reallocation
would be otherwise required under the
principles of this section). The following
methods are provided as examples of
reasonable methods for allocating
service department costs under-this
section. Any other reasonable method,
as described in paragraph {(b)(3)(iii) of
this section, may also be used to
allocate such service department costs
under this section.-

(A) Direct reaflocation method. 'I'he
direct reallocation method, whereby the
total costs {direct and indirect) of all
service departments are allocated only -
to departments or cost centers engaged
in production or resale activities and

. then from those departments to
.particular activities. This direct
reallocation method i ignores benefits
provided by one service department for
other service departments. and-also

excludes such other service departments

from the base used to make the
allocation; or
(B} Step-allocation. The step-

allocation method, whereby a sequence .

of allocations is made begmmng with
the allocation to other service
departments and to departments

. engaged in the performance of -
production or resale activities, of the
total costs (direct and indirect) of the
service departments, and ending with
the allocation of the total costs -
{including the costs allocated to it from -
the other service departinents) of the
service department that provides -
benefits to the least number of other-

service departments. Under this
allocation method, the cost of service

"departments allocated properly to

functions or departments that are not

+'service departments or departments

performing the production or resale

activities [for example, payroll costs
allocated to a financial planning
function or department) are not

. reallocated to any other service

department or department performing
the activities. The taxpayer shall then
allocate the costs of the departments

*~ performing the activities (including the
‘reallocated service department costs} to
particular production or resale activities.

(iv) Relationship of service costs to

_ benefits received. Factors or ‘
relationships that relate the incurring of
service costs to the benefits received by

particular production or resale activities

. include measures based upon the total
. output of the service department (for
_example, the approximate amount of
. service hours or the approximate
.. number or the dollar value of

transactions provided to an activity as a

fraction of the total amount of service

hours or the total amount or the total

dollar volume of transactions provided
by the,department), or measures based
upon the relative size of the production

* or resale activity to the size of the

taxpayer's other activities (for example,

.the number of direct labor employees or

direct labor hours or direct labor costs
(as referred to in paragraph {b)(2}(i) of

. this section) incurred in connection with

a particular activity as a fraction of the

.-total amount of direct labor costs

incurred by the taxpayer in all
activities).

(v} Additional requirements. (A) The

- amount.of administrative, service, or

support costs required to be allocated

under this section include the costs of

purchasing such services from a third
person. In the case of services
performed by a related party, see '
paragraph (b}{2)(vi) of this section for
the accounting treatment required of

‘such transactions. In addition, if

pursuant to section 482 and the
regulations thereunder the district
director makes an allocation of income
or deductions between members of a

- group of controlled entities to reflect the
performance of services or the provision

of materials, equipment or facilities at - -
other than an arm's length charge, any

- taxpayer that is affected by such -
allocation is required to take such

allocation into account in making the
taxpayer's allocation to production and

resale activities of the costs of
. administrative service or support
-functions or departments,

(B} If the taxpayer establishes to the
satisfaction of the district director that
all of a particular type of administrative,”
service or support function is performed -
only at a particular jobsite or location

" (thatis, at the offices of a production

plant, warehouse, starage facility, or at .
a construction site), then all the direct .
and indirect costs of such function
incurred at the jobsite or location shall
be directly allocated to each particular

- activity performed at that jobsite or

location, and no further allocation of
that type of cost shall be required.

(C) Regardless of the particular
allocation method being used by the
taxpayer to allocate service costs, the
taxpayer shall maintain the records
used to make service cost allocations so
that the allocations may be readily ..
examined and verified by the district
director. The taxpayer shall also
maintain records describing the types of
costs that the taxpayer has deducted
currently under paragraph {b}(2)(v)(C} of
this section {general and administrative

.expenses), so that the amount, nature,

and allocation of such costs may be
verified readily by the district director.
A change in the method or base used in
allocating such service costs (such as
changing from an allocation base using
direct labor cost to a base using direct
labor hours), or a change in the
taxpayer’s determination of what
functions or departments of the
taxpayer are required or not required to
be allocated is a change in method of -

- accounting to which section 446(e) and

the regulations and procedures
thereunder apply. See § 1.446-1 (e} and

paragraph (e}{11) of this section.

(vi) Zllustration of types of activities
with respect to which costs ordinarily
are required to be allocated. Costs
incurred by the following types of
functions or departments ordinarily are
required to be allocated among
production or resale activities: -

(A} The administration and
coordination of production and resale
activities (wherever performed in the
business organization of the taxpayer);

(B) Personnel operations, including the

. cost of recruiting, hiring, relocating,

assigning, and maintaining persomxel
records or employees; ] .

{C) Purchasing operations, mcludmg
purchasing materials and equipment,
scheduling and coordinating delivery
and return of materials and equipment
to or from factories or jobsites, and
expediting and follow-up; ‘

(D) Materials handling and
warehousing and storage operations;

(E} Accounting and data services

. operations, including cost accounting,
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accounts payable, disbursements,
billing, accounts receivable and payroll;

(F) Data processing;

(G) Security services; and

(H) Legal departments.

(vii) Illustration of types of activities
with respect to which costs ordinarily
are not required to be allocated. Costs
incurred by the following types of -
functions or departments ordinarily are
not required to be allocated to particular
activities:

{A) Functions or departments
responsible for overall management of
the taxpayer, or for setting overall
policy for all of the taxpayer’s activities
or trades-or businesses {such as the
board of directors (including their
immediate staff), and the chief
executive, financial, accounting and
legal officers (including their immediate
staffs} of the taxpayer, provided that no
substantial part of the cost of such
departments or functions directly
benefit a particular production or resale
activity;

(B} General business planning;

(C) Financial accounting (including
the accounting services required to
prepare consalidated reports, but not
including any accounting for particular.
production or resale activities);

{D) General financial planning
(including general budgeting) and
financial management {including bank
relations and cash management};

(E) General economic analysxs and
forecasting;

(F} Internal audit;

(G) Shareholder, public and industrial
relations;

(H) Tax department;

(I) Other departments or functions
that are not responsible for day-to-day
operations but are instead responsible
for setting policy and establishing
procedures to be used with respect to all
of the taxpayer's activities or trades or .
businesses, as described in paragraph
{b}(4){viii) of this section; and

{}) Marketing, selling, or advertising.

(viii) Policy and overall management
services. Examples of such departments
or functions that are responsible for
setting policy and establishing
procedures applicable to all of the
taxpayer’s activities or trades or
businesses (see paragraph (b}(4)(vii)(I)
of this section) are:

(A} Personnel policy (such as
establishing and managing personnel
policy in general, developing general
wage, salary and benefit policies,
developing employee training programs
unrelated to particular activities,
negotiations with labor unions and
relations with retired workers);

(B) Quality control policy;

(C) Safety engineering policy;

{D) Insurance or risk management
policy (but not including bid or
performance bonds or insurance related
to particular activities); and

(E} Environmental management
policy. However, the cost of establishing
any system or procedure that will only
benefit a particular production or resale
activity shall be directly allocated to
such activity.

(F} {Reserved.] )

(ix) Costs not described. The costs of
any administrative, service or support
function or department of the taxpayer
not described in paragraph (b)(4) of this
section are required to be allocated to
particular production or resale activities
to the extent that the nature of the
benefits provided by such function or
department more closely resembles the
type of benefits described in paragraph
(b}{(4){vi) of this section than the type of
benefits described in paragraph

- (b}{4)(vii) of this section.

(x) Illustrations of the allocations
required by this paragraph (b)(4). The

- following illustrate the types of

considerations that are to be taken into.
account in making the allocations
required by paragraph (b)(4)(iii} of this
section. The Taxpayer need not use the
same method to allocate a partlcular ‘
type of administrative, service or
support-cost as the method described in
these illustrations provided that the
method used by the taxpayer is
reasonable. See paragraph (b}{4) of this
section. In addition, the particular
allocation methods illustrated herein
may be used to allocate other types of
services costs not illustrated in this
paragraph.

(A) Security services. The cost of
security or protection services benefit
all areas covered by the services and

" should be allocated to each physical

area that receives the service in
proportion either to the size of the
physical area, number of employees in
the area, or the relative fair market
value of assets located in the area, or on
any other reasonable basis applied
consistently. That part of the total cost
allocable to a factory, warehouse, or
jobsite where only one activity is

" performed shall be directly allocated to

that activity. The treatment of the cost
of security services allocable to other
service depariments depends upon the
method of allocation adopted by the
taxpayer under paragraph, (b)(4](iii) of
this section.

(B) Legal services. The cost of a Iegal

.department to include rent (or an

allocation of building depreciation and
occupancy costs), travel, office
machines, supplies, telephone, library,
and other overhead and the
compensation of the attorneys and other

employees assigned to the department.
For this purpose compensation
described in paragraph (b}(2) of this
section. These costs only benefit
activities of the taxpayer which require
legal services. These costs are generally
allocable directly to a particular activity
on the basis of the approximate number
or hours of legal service {including
research) performed in connection with

. the activity, including bidding,
" negotiating, drafting, or reviewing a

contract (including subcontracts and
supply contracts), obtaining necessary
licenses and permits, and in resolving
disputes, termination claims or disputes
arising from the performance of the
activity. Different hourly rates may be
appropriate for different services. In
determining the number of hours
allocable to any activity,
approximations are appropriate,
detailed time records need not be kept,
and insubstantial amounts of services
provided to an activity by senior legal
staff as an administrator or a reviewer
may be ignored The taxpayer shall also
allocate directly to an activity the cost
of any outside legal services provided.
Instead of an allocation based upon

- total hours of legal services provided to

an activity, the taxpayer may choose to

" allocate the costs of a legal department

to particular activities on the basis of
total direct costs (as described in
paragraph (b}{2)(i) of this section)
incurred with respect to each activity as
a fraction of the total direct costs
incurred with respect to all production
or resale activities. Legal activities
relating to general corporate functions,
financing, securities law, compliance,
antitrust law compliance, tax

- compliance, industrial relations,

compliance with laws and regulations
not related to particular activities, after-
the-fact review of contracts to insure
compliance with company policies,
patents and licensing unrelated to
particular activities, and similar general
legal functions are not required to be
allocated to particular activities.

{(C) Centralized payroll department.
The cost of a payroll department
includes rent (or an allocation of
building depreciation and occupancy
costs), office machines, supplies,
telephones and other overhead and
compensation of employees assigned to

 the department. The department cost

may also include the cost of data
processing and file maintenance, or this
cost may be incurred by a separate data

- processing or records department and

allocated to the payroll department.
Payroll service costs benefit any .
department, including other service
departments, incurring labor costs. The
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cost of payroll department is generally
allocated on the basis of the gross
amiount of payroll processed.

(D) Centralized data processing. 'I'he
cost of a data processing department
includes rent or depreciation of data
processing mathines, supplies, rent [or
an allocation of building depreciation

and occupancy costs), power, telephone -

and other overhead, and the
compensation of employees assigned to
the department. These costs benefit all
departments that require data
processing services. Data processing
costs are generally allocated based upon
the number of data processing hours
supplied. Other reasonable bases, such
as an allocation based upon total direct
cost, may also be used. The costs of

data processing systems-developed fora.

particular activity shall be directly
allocated to such activity,

(E} Engineering and design services.
The cost of an engineering or design
department includes rent (or an
allocation of building depreciation and
occupancy costs), travel, office
machines, supplies, telephones, library,
and other overhead, and compensation
of employees assigned to the
department. Unless the engineering and
design services are properly accounted
for separately, the cost of engineering or
design service departments generally is
directly allocable to an.activity on the
basis of the approximate number of’
hours or work performed with respect to
a particular activity as a fraction of the
total hours of engineering or design
work performed for all activities.
Different services may be allocated at
different hourly rates. Engineering and
design services may also be treated as
direct costs of an activity, provnded that
the taxpayer also treats all engineering
and design overhead as direct or
indirect costs of the activity.

{F) Safety engineering. The cost of a
safety engineering department includes
the compensation paid to employees
assigned to the department, rent {or an
allocation of building depreciation and
occupancy costs), travel, office
machines, supplies, telephones, library,
and other overhead. These costs
benefits all activities of the taxpayer
and should be allocated to particular
activities on the basis. of the
approximate number of safety
inspections made in connection with a
particular activity as a fraction of total
inspections, or on basis of the number of
employees assigned to an activity as a
fraction of total employees or on the
basis of total labor hours worked in
connection with an activity as a fraction
of total hours, whichever is most
reasonable. The cost of a safety

engineering department responsible only
for setting safety policy and establishing
safety procedures to be used in all of the
taxpayer's activities is not required to
be allocated. However, in determining
the total costs of safety engineering
department to be allocated, costs

- attributable to providing a safety
-program only for a particular activity

shall be directly assigned to such-
actmty

(5) Simplified method of accounting
for production costs—{i} In gencral.
Taxpayers may elect to use the
“simplified production method”
permitted under this paragraph (b)(5) to

account for the additional costs required -

to be capitalized under this section with
respect to property produced by the
taxpayer that is:

(A] Stock in trade of the taxpayer or
other property that is properly
includable in the inventory of the
taxpayer; or

(B} Property held by the taxpayer
primarily for sale to customers in the
ordinary course of the taxpayer's trade
or business.

The simplified production method is not

available with respect to property
acquired for resale, property constructed
by a taxpayer for use in its trade or
business, property produced under a

- long-term contract, or any other

property produced by a taxpayer that is
not described in section 1221(1) of the
Internal Revenue Code. In the case of a
single trade or business that consists of
operations including both production of
property and the acquisition of property
for resale, the simplified production
method, if elected, must be applied with
respect to all operations of the particular

{rade or business, In such a case, a

taxpayer is not permitted to apply the
simplified production method to only a
portion of the operations of such trade
or business. In addition, the taxpayer
may not apply the simplified resale
method to any portion of such trade or
business.

(ii) Allocation of additional section
263A costs. Under the simplified
production method, additional section
263A costs are to be allocated to

"inventory or other property based on the

ratio of the taxpayer's total additional
section 263A costs incurred during the
taxable year to the taxpayer's total
section 471 costs incurred during the
taxpayer's total year (the “absorption
ratio”). {See paragraph (b}{5)(iii) of this
section for definitions of the certain

- terms used in this paragraph (b}(5)(ii]).
" The amount of additional section 263A .

costs required to be capitalized is
computed by multiplying the absorption
ratio times the amount of section 471

costs remaining in the taxpayer’s ending
“section 471 inventory balance” that are
treated as costs incurred durmg the

" taxable year under the taxpayer’s

method of accounting (e.g., the last-in,
first-out method or “LIFO"}). Thus, in the
case of a taxpayer using.the LIFO
method of accounting, the absorption
ratio is applied to the increase (LIFO

. increment}, if any, in the taxpayer’s

ending section 471 balance for the
taxable year. In the case of a taxpayer
using the first-in, first-out {(“"FIFQ")
method of accounting, the absorption
ratio is applied to the amounts of section
471 costs remaining in the taxpayer's
ending section 471 balance that are
treated as having been incurred in the
taxable year.

(iii) Definitions. Additional section

' 263A costs are those costs, other than

interest, that were not capitalized or

-included in inventory costs under the

taxpayer’'s method of accounting
immediately prior to the effective date
of this section, but that are required to
be capitalizéd under this section. (See
paragraph (b}(2)(iv} of this section for
the rules relating to the allocation of
interest expense.) Although such
additional section 263A costs are
allocated under the simplified 1~

- production method permitted in this

paragraph (b)(5), such costs shall
otherwise be treated as inventory costs
for all purposes of the Code except as-
provided herein. For purposes of this
paragraph (b)(5), the costs capitalized or
included in inventory costs under the
taxpayer's method of accounting
immediately prior to the effective date’
of this section shall be referred to as
“gection 471 costs"”. Thus, if a taxpayer
included a particular cost described in
§ 1.471-11{c}{2){iii) in inventory, such

_ cost is also required to be included in

the taxpayer's inventory as a section 471
cost for purposes of this paragraph
(b)(5). For purposes of this paragraph
(b)(5), the taxpayer's section 471
inventory balance is the balance of

. section 471 costs, determined without

the inclusion of any additional section -
263A costs. (Morever, the term “section
471 costs” shall include any cost
includable in production costs under the
taxpayer's prior method regardless of
whether such prior method required the
absorption of costs to inventories under
§ 1.471-11). .

{iv] LIFO indexes. In the case of a
taxpayer using the LIFO method of
accounting for inventories, the
calculation of a particular year’s index
is to be made without regard to the
additional section 263A costs. Similary,
the taxpayer shall disregard the
additional section 263A costs in
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adjusting current year costs by the
applicable indexes, in determining
whether there has been an inventory
increment or decrement for the current
year in question for the particular LIFO
pool. If the taxpayer determines that
there has been an inventory increment,
then the taxpayer shall state the amount
of the increment in current year dollars,
and then multiply the resulting amount
by the absorption ratio, as previously
described. The resulting product is equal
to the amount of the additional section
263A costs which the taxpayer is
required to capitalize in ending
inventory. If the taxpayer determines
that there has been an inventory
decrement, then the taxpayer shall state
the amount of the decrement in dollars
applicable to the particular year for
which the LIFO cost or layer has been
invaded. The additional section 263A
costs, incurred in prior yéars, which are
applicable to the decrement shall be
charged to cost of goods sold. The
additional section 263A costs which are
applicable to the decrement are -
determined by multiplying the total
amount of such section 263A costs
allocated to the layer of the particular
pool in which the decrement occurred,
by the ratio of the decrement to the total
section 471 costs (excluding, therefore,
additional section 263A costs]) in the
layer for such pool.

(v) Examples. The operation of the
simplified production method is
illustrated in the following examples:

Example (1). The taxpayer A, uses the first-
in, first-out (FIFO) methed of accounting for
inventories. A includes in inventoriable costs
under its section 471 method of accounting (i)
direct production costs as described in
§ 1.471-11{b}(2) (“full absorption direct
costs”}, and (ii} indirect production costs
described in § 1.471-11(c)(2}(i} {“category 1
costs”). All other costs incurred by A are
excluded from section 471 costs under A's
method of accounting, including costs
described in § 1.471-11(c}(2] (ii) and (iii)
{“category 2" and “category 3" costs
respeciively). A determines, pursuant to this
section, that it incurred $1 million of
additional section 263A costs during the
taxable year. Furthermore, assume that A
had a beginning section 471 inventory
balance [consisting of its full absorption
direct costs and category 1 costs} of $2
million, incurred $10 million of such section
471 costs during the year, and had an ending
section 471 inventory balance of $3 million.
The absorption ratio for the year is equal to

. 10 percent, i.e., additional section 263A costs
of $1 million, divided by section 471 costs
incurred during the taxable year of $10

million. All of A’s costs in ending inventory

.are viewed as section 471 costs incurred

during the taxable year. Thus. for each dollar
in the ending section 471 inventory balance,
A must capitalize 10 cents of additional
section 263A costs. Ending inventory for the
taxable year would be increased by $300,000.
The balance of the taxpayer's additional
section 263A costs would be viewed as
included in cost of goods sold.

Example (2). The taxpayer B uses the last-
in, first-out (LIFO) method of accounting for
inventories. B includes in inventoriable costs
under its section 471 method of accounting: (i}
full absorption direct costs, (i) category 1
costs, and {iii) certain category 3 costs. B
determines, pursuant to this section, that it
incurred $1 million of additional section 263A
costs during the taxable year. Furthermore,
assume that B had a beginning section 471
inventory balance {consisting of full
absorption direct costs, category 1 costs, and
certain category 3 costs) of $2 million,’
incurred $10 million of such section 471 costs
during the year, and had an ending balance of
section 471 costs of $3 million. The
absorption ratio for the year is equal to 10
percent, i.e., additional section 263A costs of
$1,000,000, divided by section 471 costs
incurred during the taxable year of $10
million. The increase in B's section 471
inventory balance for the taxable year is $1
million. Thus, B must capitalize $100,000 of
additional section 263A costs in ending
inventory (i.e., .10 times $1,000,000). The
balance of B's additional section 263A costs
would be included in cost of goods sold for
the taxable year. Assume that in the
following taxable year, B is viewed as
disposing of inventory acquired in the
preceding year having section 471 costs of
$500,000. B would be required to include, in -
cost of goods sold, a proportional arount of
its additional section 283A costs for such
preceding year, i.e., $50,000 (.10 times
$500,000). N

Example (3). The taxpayer R begins its
trade or business in Year 1, and uses the
LIFO method of accounting for inventories. R
includes in inventoriable costs under its
section 471 method of accounting: (i) full
absorption direct costs, and (ii) category 1
costs. R determines, pursuant to this section,
that it incurred $1,000 of additional section
263A costs during the taxable year.
Furthermore, assume that R had no beginning
section 471 inventory balance {due to
entering the trade or business in Year 1},

incurred $10,000 of such section 471 costs

during the year, and had an ending balance of
section 471 costs of $3,000, contained in three
LIFO pools (A, B, and C). R allocates its
additional section 263A costs for taxable
Year 1 in the following manner: ’

Year1

Additional section 263A costs, $1.000 divided
by Section 471 costs, $10,000 equals 10%
absorption ratio

Total A Bl C

Year 1

Ending section 471 bajance ...... $3,000| $1,600 | $600 | $600
Ab i tio 01 0] A0 10

P al
A addi

section .
263A COSIB ovmeusrrrersrerersmmrasnnens| 300 160{ 60
Final ending inventory :
[EIPTT.T J——— - % R B E I

In Year 2, R incures $400 of additional
section 263A costs and $2,000 of section 471
costs. Moreover, R has $1,000 of section 471
cost of goods sold in pools A, B,and C.R
computes its final inventory for Year 2 as
follows:

Year 2
Additional section 263A costs, $400 divided

by Section 471 costs, $2,000 equals 20%
absorption ratio '

Totat A | B c

$3000 | $1,600 | $600 | $800
" 2000 | 1500 | 200 | 200
(1.000) |  (300) | (300) | {400}
4000 | 2800 | 600 | 600

Prior period additionat
section 263A costs......| 300 160 60 80
Included in cost of .l .
goods sold (20) (20}

Remaining prior
period additional
section 263A
[0 J— 280 160 60 60

Current additionat
saction 263A COStS.....| 240 240

Final ending

inventory balance.] 4,520 | 3,200 | €60 | 660

Pool C is reduced by $200 in Year2. A
portion of the additional 263A costs
contained in that pool that are attributable to
Year 1 must be included in cost of goods sold
in Year 2. The amount is determined by
dividing the decrement in pool C by the total
costs accumulated in the Year 1 layer of pool
C: the resulting fraction is then multiplied by
the additional section 263A costs contained
in pool C which are attributable to Year 1.
Thus, the amount of additional section 263A
costs which is included in cost of goods sold
from pool C, attribu.able to Year 1, is $20, i.e.,
$200 divided by $800, multiplied by $80.

(vi) Change in method of accounting.
The election to use the simplified
production method shall be made
separately for each trade or business of
the taxpayer on 4 timely filed income
tax return for the taxpayer's first
taxable year for which this section
becomes effective. For taxable years -
subsequent to such taxable year of the
taxpayer, a change in method to, or

80
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_ from. the simplified production method
requires the consent of the
Commissioner. In addition, any change
in the determination of the taxpayer's
section 471 costs which would constitute
a change in.method of accounting under
the law in effect before the énactment of
section 263A, shall be deemed to
constitute a change in method of
accounting under this section.-

(6) Szmpllﬁed procedure for aIIacatmg
mixed service costs—(i) In general. This
paragraph provides a snmphﬁed method
(the “simplified service cost method")
for allocatmg administrative, support
and service costs that directly benefit or’
are incurred by reason of the
performance of production activities but
also benefit other activities of the
taxpayer ("mlxed service costs"). The
simplified service cost method provided
under this paragraph (b){6) may be used
to determine the aggregate portion of
mixed service costs which are required
to be capitalized as productnon costs
(“inventoriable mixed service costs").
For purposes of this method, mixed
service costs do not include
administrative, support, and service
costs that directly benefit or are

- incurred by reason of the performance
of the production activities of the
taxpayer (“production service costs"), if
such costs do not benefit other activities
in the taxpayer's trade or business, or if
such costs are properly allocated to
production activities under the
taxpayer’s method of accounting prior to
the effective date of the Tax Reform Act
of 1986. In addition, mixed service costs -

" do not include costs (“policy service
costs”) that do not benefit the
production activities of the taxpayer, but
rather, benefit only the types of non-
production activities described in
paragraph (b}(4)(vii} of this section (e.g.,
overall management or policy guidance
functions). See paragraph (b){4] of this
section for explanations and .
illustrations of the types of mixed
service costs that are required to be
allocated among the production
activities of the taxpayer. .

(i) Availability. The sxmphfied
service cost method of this paragraph
(b}(6) may be used to determine the
inventoriable mixed service costs with
respect to the production of real or
personal property that is:

(A) Stock in trade of the taxpayer or

other property that is properly -

- includable in the mventory of the
taxpayer, or
(B) Property held by a taxpayer
" primarily for salé to customers in the
ordinary course of the taxpayer s trade
- or buginess,

The simplified service cost method is
not available with respect to property

~acquired for resalé (except as provided

in paragraph (b)(5)(i) of this section,
relating to a single trade or business
engaged in both production and resale
activities), Moreover, the simplified .
service cost method isnot available
with respect to. property constructed by
& taxpayer for use in its trade or
business, property produced under a
long-term contract, or any other -

~ property produced by a taxpayer that is

not described in section 1221(1) of the |
Internal Revenue Code. The
inventoriable mixed service costs
determined under the simplified service

- cost method-shall generally be allocated

to specific properties produced by the
taxpayer in accordance with the rules
relating to the allocation of indirect
costs under paragraph (b}{3)(iii) of this
section. If the taxpayer elects to use the
simplified production method under
‘paragraph (b)(5) of this section, then the

- inventoriable mixed service costs shall

be allocated under that method.

(iii) Determination of inventoriable
portion. (A) The inventoriable mixed
service costs required to be capitalized
with respect to the taxpayer's
production activities shall be

. determined by multiplying the total

mixed service costs incurred in the
taxpayer’s trade or business during the
taxable year by the ratio of— -

(1) The total production costs incurred
in the taxpayer's trade or business
under this section [excluding mixed
service costs and interest) for the
taxable year, to—

(2) The total of all costs incurred in
the operation of the taxpayer's trade or
business (excluding mixed service costs
and interest) for the taxable year.

(B) For example, assume that
Taxpayer A incurs $1,000 of mixed
service costs in the taxable year. The
total of A’s production costs incurred for
the taxable year, excluding mixed
service costs and interest, is $10,000.
The total costs incurred for all of A's
operations (exclusive of mixed service
costs and interest) for the taxable year

- is $20,000. The total inventoriable mixed

service costs allocable to A's production
activities is $500 for the taxable year
ie., ($1,000 X {$10,000 divided by
$20,000)).

(C) For purposes of this method, the
cost of operations consists of all direct
and indirect costs of production, and all
other costs of the taxpayer's operations,
including but not limited to salaries and
other labor costs of all personnel, all
depreciation taken for federal income

~ tax purposes, research and experimental

costs, and selling, marketing and

distribution costs. Such costs of
operations shall not include, however,
federal, state, local or foreign income
taxes (or taxes measured by income
such as franchise taxes assessed on
income). ;o

(D) If (1) the taxpayer’s ‘mixed service
costs, or (2) the total costs incurred in
the taxpayer’s operations, are allocable
to more. than one trade or business, then
the taxpayer shall determine the amount
allocable to a particular trade or
business by using any reasonable
method of allocation (consistently
applied] otherwise permitted under- thns
section.

(E} In determining the total mixed
service costs incurred in a taxpayer's
trade or business during the taxable
year for purposes of the formula
described in paragraph (b}(6)(iii}(A) of
this section (the “allocation formula"),
the taxpayer shall utilize the total costs
of.the various departments or functions’
in the taxpayer's trade or business that
perform mixed service activities (e.g.,
the departments or functions described
in paragraph (b}(4)(x) of this section).
The total costs of such departments or
functions shall then be included for
purposes of the allocation formula in ~ -
determining the inventoriable mixed
service costs that are required to be
capitalized as production costs. For
purposes of the simplified service cost
method, it shall not be permissible to
exclude policy service costs (or other
non-production casts} which are
otherwise included in the total costs of
departments or functions performing
mixed service activities, and then
include only the remainder of the costs
of such departments or functions for
purposes of the allocation formula. For
example, assume that the accounting °
department of the taxpayer performs
mixed service activities pertaining to
production and non-production
activities. For purposes of the simplified
service cost method, the costs of
personnel in the accounting department
that perform services relating to non-
production activities (e.g., accounts

" receivable clerks which only account for

the selling activities of the taxpayer) are .
not permltted to be excluded from the
mixed service costs incurred by the
accounting department which are
subject to the allocation formula.
Instead, under the simplified service
cost method, the entire cost of the
accounting department shall be included
for purposes of applying the allocation
formula. Similarly, the labor costs of
administrative and managerial
personnel that are incurred with respect
to both production and non-production
activities shall be accounted for in the
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same manner, ie., the total costs of such
personnel shall be included for purposes
of applying the allocation formula, )
without first reducing such costs by the
amounts therein pertaining to non- .
production activities. Lo

{iv)} De minimis rule. For purposes of
the simplified service cost method of
this paragraph (b){6), the determination
of whether service costs are to be
treated as costs solely allocable to
production (“production service costs™)
or as costs solely allocable to other non-
production functions of the taxpayer
such as functions relating to overall
management and policy (“policy service
costs”), istobe basedonthe -
predominant nature of such service
costs. For purposes of this paragraph |
{b)(6)(iv}, the predominant nature of a
service cost shall be treated as solely
allocable to a particular activity if 90
percent or more of that cost directly
benefits or is incurred by reason of such
activity. In such a case, the total of such
costs shall be treated as allocable to
such activity. For example, assume that
80 percent of the costs of a particular
department directly benefit or are
incurred by reason of the taxpayer's
inventory production activities. For
purposes of the simplified service cost
method of this paragraph (b)(8), the
taxpayer shall treat 100 percent of the
. costs of the department as if such costs
are production service costs. Similarly,
assume that 80 percent of the costs of a
particular department directly benefit or
are incurred by reason of the taxpayer's
overall policy making activities. For
purposes of the simplified mixed service
cost method of this paragraph (b](6), the
taxpayer shall treat 100 percent of the
costs of that department as policy ,
service costs that are not required to be
allocated to production.

(v) Change in method of accounting.
The election to use the simplified
service cost method shall be made
separately for each trade or business of
the taxpayer on a timely filed income
tax return for the taxpayer's first
taxable year for which this section
becomes effective. For taxable years
subsequent to such taxable year of the
taxpayer, a change in method to, or
from, the simplified service cost method
requires the consent of the
Commissioner.

{c] Special rules for property
produced in a farming business—({1)
General rule. In general, this section
applies to property produced in a
farming business if such property has a
preproductive period of more than 2
years, or if such farming business is
described in paragraph {c)(2) of this
section. This section does not apply,

however, if the property is described in
paragraph {c}(3) of this section or if the
taxpayer has made the election . .
described in paragraph (c)(6) of this ..
section, In addition, this section does
not apply to animals produced ina... .
farming business if such animals are ., -
held primarily for slaughter (regardless .
of the preproductive period of such
animalg), except that this section shall
apply to the production of such animals .
by a farming business if such business is
described in paragraph (c){2) of this
section. For purposes of this section, an .
animal is held primarily for slaughter
regardless of whether the taxpayer itself
will slaughter the animal or instead will
sell the animal to others for slaughter,

(2) Taxpayers required to use the
accrual method.

(i) This section applies to property
produced in a farming business. -
(including all animals held primarily for:
slaughter) without regard to the ,
preproductive period of such property in
the case of a: : -

(A) Corporation or partnership -
required to use an accrual method of
accounting under section 447 in
computing its taxable income from
farming, or

(B) Tax shelter required to use an-
accrual method of accounting under
section 448(a}(3).

Thus, for example, this section applies
to an enterprise involving the feeding of
cattle held for slaughter regardless of
the preproductive period of such cattle,
if the enterprise is required to use an
accrual method of accounting under
section 447 or section 448(a)(3).

(ii) For purposes of this section, a
farming business shall be considered a
tax shelter, and thus required to use an
accrual method of accounting under
section 448(a)(3), if that farming
business is: }

(A} A farming syndicate as defined in
section 464(c); or ~ .

(B} A tax shelter within the meaning
of section 6661(b)(2){(C)(ii), defined as—

(7] A partnership or other entity,

(2} Any investment plan or
arrangement, or .
{3} Any other plan or arrangement, if
the principal purpose of such .
partnership, entity, plan, or arrangement
is the avoidance or evasion of federal

income tax. .

(iii} For purposes of this section,
marketed arrangements in which
persons carry on farming activities:
utilizing the services of a common
managerial or administrative service:
will be presumed to have the principal . -
purpose of tax avoidance if such
persons prepay a substantial portion of

~

their farmirig expenses with borrowed .
funds. . o

{3} Exception—{i) In general. This
section does not apply to costs incurred.
on or after October 22, 1986, that are
attributable to the replanting, .
cultivation, maintenance, and -
development of any plants bearing an
edible crop for human consumption
(including, but not limited to, plants
which constitute a grove, orchard, or
vineyard) that were lost or damaged .
while in the hands of the taxpayer by
reason of freezing temperatures, disease,
drought, pests, or casualty. Such :
replanting or maintenance costs may be
incurred with respect to property other
than the property on which the damage
or loss occurred if the acreage of the
property with respect to which the
replanting or maintenance costs are
incurred is not in excess of the acreage
of the property on which the damage or,
loss occurred. Plants bearing crops for
human'consumption are those crops that
are normally eaten or drunk by humans.
Thus, for example, costs incurred with
respect to replanting plants bearing '
jojoba beans do not qualify for the ‘
exception provided in this paragraph '
(c)(3)(i) because that crop is not
normally eaten or drunk by humans.

{ii) Ownership; in general. Replanting,
cultivation, maintenance, and
development costs described in
paragraph {c}{3](i) of this section
generally must be incurred by the -
taxpayer owning the property at the
time the plants were lost or damaged.
Paragraph (c}{3)(i} of this section will
apply, however, to costs incurred by a
person other than the taxpayer owning
the plants at the time of damage or loss
) Sad

(A) The taxpayer who owned the
plants at the time the damage or loss
occurred owns an equity interest of
more than 50 percent in such plants or
crops, and

(B} Such other person owns any
portion of the remaining equity interest
and materially participates in the
replanting, cultivating, maintenance or
development of such plants or crops,

A person will be treated as materially
participating for purposes of this
provision if such person would
otherwise meet the requirements with -
respect to material participation within
the meaning of section 2032A of the
Code. '

(4} Definitions—{i) Farming business.
(A) For purposes of this section, a
farming business means a trade or -
business involving the cultivation of
land or the raising or harvesting of any:
agricultural or horticultural commodity.
Examples include the trade or business



10072

Federal Register /- Vol. 52, No. 60 / Monday, March 30, 1987/ Rules and Regulations

of operating a nursery or sod farm; the
raising or harvesting of crops; the raising
or harvesting of trees bearing fruit, nuts

- or other crops; the raising of ornamental

" trees; and the raising, shearing, feeding, -

- caring for, training, and management of
animals, S e
{B) For purposes of this section, an"
evergreen tree that is more than 6 years

old at the time it is severed from its
roots is not treated as an ornamental
tree regardless of the purpose for which
*itis sold. . T '

.(C) For purposes of this section, the
term “farming business” does not
include the processing of commodities

" or products beyond those activities
which are normally incident to the .
growing, raising or harvesting of such

- products. Thus, for example, assume the
taxpayer, a C corporation, is in the
business of growing and harvesting
wheat and other grains. The taxpayer
processes grains which it has harvested -
in order to produce breads, cereals, and
other similar food products which it then.
sells to customers in the course of its.
business. Although the taxpayer is in the
farming business with respect to the
growing and harvesting of grain, the
taxpayer is not in the farming business
with respect to the processing of such
grains to produce food products which it
sells to customers. Similarly, assume the
taxpayer is in the business of raising
poultry or other livestock. The taxpayer
then uses such livestock in a meat
processing operation in which the
livestock are slaughtered, processed,
and packaged or canned in preparation
for their sale to customers. Although the
taxpayer is in the farming business with
respect to the raising of livestock, the
taxpayer is not in the farming business
with respect to the meat processing .
operation. - '

(ii) Preproductive period. [A) For.
purposes of this section, the '
preproductive period of property
produced in a farming business means—

" (1} In the case of a plant or animal -
which will have more than one ¢rop or
yield, the period before the first
marketable crop or yield from such plant

“or animal, or

" {2) In the case of any other plant or
animal, the period before such plant or
animal is reasonably expected to be
disposed of. )

{B) The preproductive period of a
plant begins when the plant or seed is
first planted or acquired by the
taxpayer. The preproductive period ends
when the plant becomes productive in
marketable quantities or when the plant
is réasonably expected to be sold or -
otherwise disposed of. -

(C) The preproductive period of an
animal begins at the time of acquisition,

" breeding, or embryo implantation. The

preproductive period ends at the time
the animal is ready to perform the
primary function intended to be
performed by that animal {e.g., when the
animal becomes productive in
marketablée quantities}, or when the -

" animal is reasonably expected to be

sold or otherwise disposed of. For
example, in the case of a cow used for-
breeding purposes, the preproductive
period with respect to the cow ends on

- the date the first calf is dropped.

(D) The preproductive period of plants
grown in commercial quantities in the
United States shall be based on the
weighted average preproductive period
for such plant, determinedona -
nationwide basis.

(5) Inventory methods—(i) In general,
Except as otherwise provided, the costs
required to be allocated to any plant or
animal under this section may be v
determined using reasonable inventory
valuation methods such as the farm-
price method or the unit-livestock-price
method. See section 1.471-8, - -

" (ii) Availability to tax shelters. Tax
shelters, as defined in paragraph v
(c}{2)(i}{B) of this section, using the unit-
livestock-price method of accounting for
inventories must include in invéntory
the annual standard unit price for all
animals which are acquired during the
taxable year, regardless of whether such
purchases are made during the last 6
months of the taxable year.

(6) Election not to have this section
apply—(i) Introduction. This paragraph
(c}(8) permits certain taxpayers to make
an election not to have the rules of this
section apply to any plant or animal

- produced in a farming business

conducted by the electing taxpayer.

(ii) Availability of the election. The
election described in this section is
available to any farmer except that no
election may be made by a corporation,
partnership or tax shelter required to

_use an accrual method of accounting

under section 447 or 448(a)(3). Moreover,
no election may be made with respect to
the planting, cultivation, maintenance or
development of pistachio trees. In

- addition, the election described in this

section does not apply to any costs
incurred for the planting, cultivation,
maintenance.or development of any
citrus or almond grove (or any-part
thereof) to the extent that such costs are
incurred within the first four years in
which such trees were planted. If a
citrus or almond grove is planted in
more than one taxable year, the portion
of the grove planted in any one taxable
year is treated as a separate grove for

. purposes of determining the year of

planting.

{iii} Time and manner of making the
election. Unless consent is obtained
from the Commissioner, the election’

" described in this section may only be

made for the taxpayer’s first taxable -
year that begins after December 31,

. 1986, and during which the taxpayer

‘engages in a farming business, The
election shall be made on the schedule
E, F, or other schedule required to be
attached to the income tax return for the
first taxable year for which the election
is effective. In the case of a partnership
or S corporation, the election must be .
made by the partner or shareholder.

(iv) Election treated as if made if
certain requirements satisfied. A
taxpayer eligible to make the election
under paragraph (c)(6) of this section _
shall be.treated as having made the
election if such taxpayer does not
capitalize the costs of producing
property in a farming business as the
provisions of this section would
otherwise require. '

" (v) Revocation. Once the election is
made, it is revocable only with the.
consent of the Commissioner.

(vi) Special rules for treatment of
expenses. (A) If the election is made, the
plant or animal produced by the
taxpayer is treated as section 1245 .
property and any gain resulting from .
any disposition of such property is
recaptured (i.e., treated as ordinary
income) to the extent of the total amount
of the deductions which, but for the
election, would have been required to be
capitalized with respect to the plant or
animal. In calculating the amount of gain
which is recaptured under this :
paragraph (c)(6)(vi), the taxpayer may
use the farm-price or unit-livestock
methods in determining the deductions
which otherwise would have been
capitalized with respect to the plant or
animal,

(B) If the taxpayer or a related person -
makes the election, the alternative
depreciation system (as defined in
section 168(g)(2)), shall be applied to all
property used predominantly in any
farming business of the taxpayer or
related person and placed in service in
any taxable year during which the
election is in effect. The requirement to
use the alternative depreciation system
by reason of any election under
paragraph (c)(6) of this section shall not
prevent any taxpayer from making an
election under section 179 to expense
certain depreciable business assets.

(C) For purposes of this paragraph
(c)(6}. the term “related party” means—

(1) The taxpayer and members of the
taxpayer's family (defined, for this
purpose, to include the spouse of the
taxpayer and any of his or her children
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who have not reached the age of 18 as of
the last day of the taxable year in
question), )

(2) Any corporation (including an S
corporation] if 50 percent or more of the
stock (in value} is owned directly or
indirectly (through the application of
section 318) by the taxpayer or members
of the taxpayer's family, v

(3} A corporation and any other
corporation which is a member of the
same controlled group (within the
meaning of section 1563(a}{1}}, and,

(4) Any partnership if 50 percent or
more (in value) of the interests in such
partnership is owned directly or
indirectly (through the application of
section 318} by the taxpayer or members
of the taxpayer’s family.

(vii) The operation of the election not
to have this section apply is illustrated
in the following examples:

Example (1) Assume that A, an individual,
is engaged in the trade or business of
farming. A raises cattle for breeding and
dairy purposes. In addition, A grows and
harvests wheat and other grains. Assume
further, that the preproductive period of
certain of the cattle raised by A is more than
two years, as defined in paragraph (c)(4)(ii) of
this section, and that A elects under
paragraph (c)(6) of this section not to have
the rules of this section apply to the costs of
raising such cattle. A is required to use the
alternative depreciation system described in
section 168(g) of the Code with respect to all
property used predominantly in any farming
business of A (including the growing and
harvesting of wheat) if such property is
placed in service during a year for which the
election is in effect. Thus, for example, all
assets and equipment (including any dairy
cattle which A treats as depreciable property,
and any equipment used to grow and harvest
wheat) placed in service during a year for
which the election is in effect must be
depreciated using the straight line method
over the applicable number of years. as
provided in section 168(g).

Example (2) Assume the same facts as in
example 1, except that A and members of A's

family (as defined in paragraph (c){6)(vi}{C)) v

also own 51% (in value) of the interests in a
partnership P, which is engaged in the trade
or business of growing and harvesting com. P
is a related person to A under the provisions
of paragraph (c)(6)(i)(F} of this section, Thus,
the requirements to use the alternative
depreciation system under section 168(g} also
apply to any property used predominantly in

a trade or business of farming which P places -

in service during a year for which the election
made by A is in effect, o

(d) Definitions and special rules
relating to property acquired for :
resale—{1) General rule—(i) Unless an
election is made to use the simplified -
resale method provided in paragraph
(d)(3) of this section, the rules of this
section applicable to the production of
property shall apply to costs incurred
with respect toproperty acquired for .

resale in a trade or business or activity .
conducted for profit. For purposes of this
section, property acquired for resale.
includes stock in trade of the taxpayer ,
or other property of a kind which would
properly be included in the inventory of-
the taxpayer if on hand at the close of
the taxable year, or property held by the
taxpayer primarily for sale to customers
in the ordinary course of the taxpayer's
trade or business. Property acquired for

-resale may be real property or personal

property {whether such personal
property is of a tangible or intangible
nature}. Thus, property held for sale
may include—

(A) Literary, musical or artistic
compositions; stocks, certificates, notes,
bonds, debentures, or other evidence of
indebtedness;

(B} An interest in, or right to subscribe
to or purchase any of the foregoing; and

(C) Other intangible properties.’
Thus, for example, a dealer in securities

* must properly capitalize costs, as

required by this section, with respect to

- the securities acquired by the dealer fo

tesale. . .
(ii} Any taxpayer that does not elect ..
to use the simplified resale method with
respect to property acquired for resale,
shall capitalize the costs which are
required to be capitalized in paragraph
(d)(3)(ii) of this section with respect to- -
such method, using the definitions of

- such costs as are provided therein. Thus.

for example, taxpayers not electing to
use the simplified resale method shall be
required to capitalize offsite storage
costs, as defined under the simplified
resale method; moreover, the definition
of distribution costs as provided under
the simplified resale method shall apply -
to such taxpayers as well. v .
(iii} Taxpayers not electing the use of
the simplified resale method may not
utilize the various allocation methods or
expedited procedures provided under
such method, but rather must use such
methods and procedures as-are allowed

" with respect to the production of

property under this section, Thus, for
example, in determining the total

.amount of general and administrative

expenses allocable to offsite storage,

- purchasing, and handling costs, such

taxpayers shall not use the fraction for
allocating such expenses which is based
on labor costs incurred in the various
activities, unless such method would be

‘otherwise allowed to producers of

property. Similarly, in determining the
costs which are attributable to
purchasing activities, such taxpayers
shall not use the procedure provided i
the simplified resale method .
whereunder certain activities may be
disregarded if they comprise less than

one-third of the aggregate activities
being performed. :

(2} Exception for taxpayers.with gross
receipts of $10 million or less—{i) In
general. This section does not apply in,
the case of personal property acquired -
for resale by a taxpayer whose average
annual gross receipts (determined under
this paragraph (d}{2)) for the 3 taxable
years preceding the taxable year (or, if
less, the number of preceding taxable
years the taxpayer and any predecessor
has been in existence) do not exceed $10
million. This section does apply,
however, in the case of real property
acquired for resale by a taxpayer,
regardless of the taxpayer's gross -
receipts.

(ii) Aggregation of gross receipts. For
purposes of determining the gross
receipts of the taxpayer,.all persons
treated as a single employer under
section 52 (a) or (b), or section 414 (m) or
(o) shall be treated as one person. Thus,
gross receipts attributable to ‘
transactions between such persons
treated as a single employer shall not be
taken into account for purposes of this
provision. : S

(iii) Treatment of short taxable year.
In the case of any taxable year of less
than 12 months {a short taxable year),
the gross receipts shall be annualized by
(A) multiplying the gross receipts for the
short taxable year by 12, and (B}
dividing the result by the number of
months in the short taxable year.

(iv) Determination of gross receipts—
(A) In general, The term “gross receipts”
means the total amount, as determined’
under the taxpayer’'s method of
accounting, received from all trades or
businesses carried on by the taxpayer
(e.g.. revenue derived from the sale of *
inventory before reduction for cost of
goods sold). .

(B) Amounts excluded. For purposes
of this paragraph (d)(2), gross receipts _
shall not include amounts
representing—

{7) Returns or allowances. .

(2) Interest, dividends, rents, royalties,
or annuities, not derived in the-ordinary
course of a trade or business, .

(3) Receipts from the sale or exchange
of capital assets, as defined in section
1221,’and
- (4} Receipts from sales or exchanges
not in the ordinary course of business,
such as the sale of a trade or business.
or the sale of property used in a trade or
business as defined under section
1221(2). , :

{3) Simplified method of accounting
for resale costs—{i} In general. Except
as otherwise provided, taxpayers may
elect to use the simplified method of this
paragraph (d)(3) (the “‘simplified resale
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method"} for allocating costs to property
acquired for resale. The simplified
resale method must be applied
separately to each trade or business of
the taxpayer. (See paragraph (b}(5) of

this section which provides that only the

simplified production method and not
the simplified resale method shall be

available in the case of a single tradeor

business that consists of both
production and resale activities.} Under
the simplified resale method,
preliminary inventory balances are to be
calculated without the inclusion of the
additional costs required to be allocated
in paragraph (d)(3](ii} of this section.
The amount of additional costs
attributable to prior periods and the
amount-of additional costs determined
to be allocable under paragraph (d}(3)(ii}
of this.section for the current period are
then taken into account with the '
inventory balances as initially
calculated in order to arrive at an
ending inventory balance.

(i} Costs required to be capitalized.
The following categories of costs are

required to be capitalized with respect

to property acquired for resale,
regardless of whether a taxpayer elects
the simplified resale method. This
paragraph (d}(3}(ii} provides illustrative -
examples of particular items of cost
which are required to be capitalized
under this section. For example, costs of
handling generally consist of direct and

indirect labor costs, tools, vehicles, and

other enumerated items. These
examples are not exhaustive in nature;

to the extent that other particular items

of costs incurred by the taxpayer benefit
or are incurred by reason'of the
particular activity in question, such
costs shall be capitalized accordingly.
(A) Off-site storage or warehousing—

(1) Definition. Costs attributable to the . -

operation of off-site storage or
warehousing facilities (*'off-site storage
facilities”) under this sectioriare
required to be capitalized with respect
to inventory. For purposes of this.
section, an off-site storage facility is
defined as any storage or warehousing
facility which is not an on-site storage
facility. An on-site storage facility is a
facility which is physically attached to,
and an integral part of, a retail sales
facility where the taxpayer sells
merchandise stored at the facility to
customers physically present at the
facility (“on-site sales’}. Thus, for
example, a catalog or mail order center

which stores merchandise for shipment

to customers who purchase such
merchandise through orders placed over
the telephone, or orders delivered in the
mail, is not an on-site storage facility,
and thus is treated as an off-site storage

facility. Similarly, a “pooled stock

facility” which functions as a “back-up”

regional storage facility for particular

_ retail sales outlets in the nearby area is

not an on-site storage facility, and is.
thus treated as an off-site storage .
facility. Moreover, a storage or
warehousing area operated by a person
mailing sales of goods “wholesale” to
persons who in turn resell the goods to

- others, is not an on-site storage facility

because such facility is not an integral
part of a retail sales facility. :

(2) Dual-function facilities. Except as
provided in paragraph (d)(3)(ii}(A)(3) of
this section, if a storage facility serves
as both an on-site and off-site storage
facility, a percentage of the facility shall
be treated as an on-site storage facility
equal to the ratio of—

(/) Gross on-site sales of the facility,
i.e., gross sales of the facility made to
retail customers visiting the premises in
person and purchasing merchandise
stored therein, to—

(7} Total gross sales of the facility.
The portion of the facility which is not
treated as an on-site facility under the

" preceding sentence shall be treated as

an off-site facility. For example, assume
a catalog center conducts on-site sales
which are equal to 40 percent of the
total sales made by the facility. For
purposes of this section, 40 percent of
the facility shall be viewed as an on-site
storage facility; the remaining 60 percent
shall be viewed as an off-site storage
facility. '

(3) De minimis rule for dual function
facilities. i 10 percent or less of the
gross sales of a facility are attributable
to on-site sales, then the entire storage
facility located at the site shall be
deemed to be an off-site storage facility
for purposes of this section. I, in -
contrast, 90 percent or more of the gross
sales'of a facility are attributable to on-
site sales, then the entire storage facility
located at the site shall be deemed to be
an on-site storage facility.

(4) Allocation of costs; off-site
facilities. To the extent that costs are
incurred at an off-site storage facility
which do not directly benefit, or are not
incurred by reason of, the storage
functions of such facility, then such
costs shall not be accounted for as costs

of an off-site facility. Thus, for example,

assume that a catalog store incurs costs
{e.g., labor cost of clerical personnel)

“attributable to receiving and processing

customer orders which will be filled by
directly shipping the merchandise to the
customer’s address. Costs attributable -

" to these functions will be treated as

costs allocable to the selling function of
the taxpayer’s business, and thus not
treated as off-site storage costs.

- performed by such person shall not be

(5) Costs attributable to off-site
facilities. Cost attributable to an off-site
storage facility generally consist of
direct and indirect labor costs (including

. the costs of pension plans and other

“fringe benefits" as described in - .
paragraphs (b)(2) (ii) and (iii) of this

. section); occupancy expenses including

rent, depreciation, insurance, security,
taxes, utilities and maintenance;
materials and supplies; tools and
equipment; and, general and
administrative costs that directly benefit
or are incurred by reason of the off-site
storage activities of the taxpayer.

(B) Purchasing. (1} Costs attributable
to purchasing activities under this
section are required to be capitalized
with respect to inventory. Purchasing
activities include functions associated
with a purchasing department or office, -
and personnel such as buyers, assistant
buyers, and clerical workers, whose - .-
function relates to the activities of the
selection of merchandise, maintenance
of stock assortment and volume,
placement of purchase orders,
establishment and maintenance of
vendor contacts, or comparison and
testing of merchandise.

(2) The determination of whether a
person is engaged in purchasing
activities shall be based upon the actual
activities performed by such person and
not upon that person's title or job
classification. Thus, for example,
although a particular employee may be
described as a “buyer” in the employer’s
job classification system, activities

considered as purchasing activities” * """
unless such treatment is appropriate
based on an analysis of the actual
responsibilities of the employee.

(3) Similarly, although a person’s job

. function may be described in such a

way as to denote activities outside the
area of purchasing (e.g., a “marketing
representative”), such activities shall be
accounted for under this section as

" purchasing activities if such treatment is

appropriate based upon an analysis of
the actual responsibilities of the
employee. .

(4) In general. {1} If a person performs
more than one function, a reasonable
allocation of the labor costs attributable
to such person shall be made between
the purchasing and non-purchasing
functions of such person. ‘

(ii} For purposes of this paragraph
(d)(3)(ii)(B}{4), the following formula
may be applied by a taxpayer with
respect to all personnel directly
performing purchasing functions in a
trade or business in allocating the labor

. costs of such personnel to the functions
of the taxpayer. (This formula may not
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be used with respect to personnel
providing general and administrative
services which benefit or are incurred
by reason of purchasing functions).

(A) I less than one-third of a person’s
activities relate to a purchasing function,
none of the labor costs attributable to
that person shall be allocated to a
purchasing function.

(B} If more than two-thirds of a
person’s activities relate to a purchasing
function, all of the labor costs
attributable to that person shall be
allocated to a purchasing function.

(C) In all other cases, an allocation of -
costs between functions must be made.

(#if} For example, assume that A, B,
and C are employed by taxpayerMin a
retail business. Employee A performs
activities, 25 percent of which are direct
purchasing functions. Employee B
performs activities, 70 percent of which
are direct purchasing functions.
Employee C performs activities, 50
percent of which are direct purchasing
functions. As a result of the application
of the formula provided in this
paragraph, M will treat none of the labor
costs of employee A as allocable to
purchasing costs; all of the labor costs of
employee B as allocable to purchasing
costs; and 50 percent of the labor costs
of employee C as allocable to
purchasing costs and 50 percent as
allocable to nonpurchasing labor costs.

(5) Costs attributable to purchasing
activities generally consist of direct and
indirect labor costs (including the costs
of pension plans and other “fringe
benefits” as described in paragraphs
(b}{2} (ii) and (iii) of this section), office
machines, supplies, telephone, travel,
and the general and administrative costs
that directly benefit or are incurred by
reason of the purchasing activities of the
taxpayer.

(C) Handling, processing, assembly,
and repackaging—{1) Definition. Costs
attributable to handling, processing,
assembly, repackaging and other similar
activities (“handling costs”) under this
section are required to be allocated to
inventory. Handling costs include, for
example, all costs incurred in
transporting goods (including loading
and unloading costs):

{7) From the place of purchase to the
taxpayer's storage facility {to the extent
not already capitalized by the taxpayer),

(/) From storage facility to storage
facility, and

(i} From a storage facility to a store
or outlet where the sale of the delivered
item occurs. Similarly, handling costs
include the costs of processing,
assembling, and repackaging goods. To.
the extent that such processing activities
would be required, under the law prior
to the effective date of the Tax Reform

Act of 1986, to be accounted for as the
costs of manufactured inventory under
section 1.471~11, then the taxpayer shall
account for such costs under the rules
applicable to.production of property
rather than the rules of this paragraph
(d)(3). (Also, see paragraph (b}(5) of this
section for rules relating to the
simplified method available for a single
trade or business that consists of both
production and resale activities).

(2} Exception for repackaging costs
after sale occurs. For the purpose of this,
paragraph (d}(3), handling costs shall
not include the costs of repackaging
goods in preparation for imminent
shipment or delivery directly to a
particular customer, if such repackaging
occurs after the customer has ordered

_ the specific identifiable goods in

question.

(3) Exception for distribution costs.
For the purpose of this paragraph {d})(3)},
handling costs shall not include
distribution costs. Distribution costs are
defined as the costs of delivering goods
directly to the customer, e.g., costs
incurred in delivering an item from a
storage facility to a customer's home.
Except as provided in paragraph
(d){3)(ii)(C}{4)} of this section,
distribution costs do not include costs of
transporting an item from a stdrage
facility to a store or outlet where the
sale of the item occurs.

(4) Custom delivery of ordered ztems
Costs incurred in delivering goods from
a storage facility to a store where the
sale of the goods occurs are presumed to
be handling costs allocable to the
property and not distribution costs
incurred for delivery of goods directly to
the customer. This presumption can be
overcome only if the taxpayer can
demonstrate that a delivery to the store
or other selling location is made to fill
an identifiable order of a particular ~
customer (placed by such customer
before the delivery of the goods occurs)
for the particular goods in question.
Factors that may demonstrate the
existence of a specific, identifiable
delivery include the following: -

(/). The customer has paid for the item
in advance of delivery; |

(/1) The customer has submitted a
written order for the item;

{#ii} The item is not normally available
at the retail store for on-site customer
purchases; or

(/v) The item will be returned to the
storage facility (and not held for sale at
the store or selling location) if the
customer cancels an order.

(5) Costs attributable to handling. The
costs attributable to handling activities
generally consist of direct and indirect
labor (including the costs of pension
plans and other fringe benefits as

described in paragraphs (b)(2) (ii) and
(iii) of this section}; tools; vehicles and
equipment; maintenance of vehicles and
equipment; rent, depreciation, and
insurance of vehicles and equipment;

-materials; supplies; and the general and

administrative costs that directly benefit
or are incurred by reason of such
activities of the taxpayer.

(D) General and administrative
expenses. A portion of direct and

- indirect costs iricurred by any '

administrative, service or support
functions or departments ("service .
departments”), that directly benefits or

« is incurred by reason of both off-site

storage, purchasing, or handling
activities, as defined in this section, and
the taxpayer's other activities (“mixed
service costs™) is to be included in
inventory costs under this paragraph
(d)(3)(ii)(D). The determination of the
aggregate portion of such mixed service
costs required to be allocated to the off:
site storage, purchasing, and handling
activities described in this paragraph
{d)(3} is to be made pursuant to the rules
contained in paragraph (d}(4) of this
section.

{4) Allocation methods under the
simplified resale method—{i} In general.

“The costs that are incurred with respect

to the categories described in paragraph
{d)(3)(ii) of this section (i.e., activities
pertaining to off-site storage,
purchasing, handling, and mixed service
costs) (“additional section 263A resale
costs") are to be allocated to inventory
in the manner provided in this
paragraph (d}(4). In making all
computations under this paragraph
(d)(4}, initial inventory balances shall be
determined without regard to any
additional section 263A resale costs
allocated under this paragraph (d)(4).
(ii) Offsite storage, purchasing and
handling costs—In general. The
additional section 263A resale costs of
the taxpayer for the taxable year are to

- be allocated to inventory based on the

ratio of such costs to the taxpayer s
purchases for the year (the “allocation
ratio”). The taxpayer shall determine the
additional section 263A resale costs to
be capitalized in ending inventory by
multiplying the allocation ratio times the

"amounts in the taxpayer's ending

inventory which are treated as
purchases made during the current year
under the taxpayer's method of
accounting. Taxpayers will initially
calculate their inventory balances
without regard to the additional costs
required to be capitalized under
paragraph (d}(3](ii} of this section.
Taxpayers will then determine the
amounts of additional section 263A
resale costs that must be capitalized
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under this paragraph (d)(4)(ii) of this
section, and take into account such
amounts, along with amounts of
additional costs contained in beginning
inventory balances where appropriate,
with the preliminary inventory balances
to determine their final balances. .

(iii} Determination of mixed service
costs—(A) In general, The amount of
mixed service costs which is to be
included as additional section 263A
costs for purposes of calculating the
allocation ratio as provided in
paragraph (d)(4)(ii) of this section is
determine in the following manner. The
amount of mixed service costs which is
included in additional section 263A
resale costs shall be determined by
multiplying the total amount of mixed
service costs incurred by the taxpayerin
the frade or business for the taxable
year, by the ratio of— '

_ {7} The sum of the labor costs
allocable to the off-site storage,
purchasing, and handling activities,
described in paragraph (d)(3)(ii} of this
section, to— . :

(2) The total of all labor costs incurred
in the taxpayer’s trade or business,
excluding the total amount of labor
costs included in.the mixed service costs
incurred by the taxpayer in the trade or
business for the taxable year.

To the extent that mixed service costs
and labor costs are incurred in more
than one trade or business, the taxpayer
shall determine the amounts allocable to
the particular trade or business in issue
by using any reasonable methad |
consistent with the principles of this
section. .

{B) Example. The determination of
mixed service costs under this provision
ig illustrated by the following example.

Example. Taxpayer T incurs $1 million in
‘mixed service costs in its trade or business
for the taxable year. The labor costs
allocable to T's purchasing, handling and off-
site storage activities are 55 million. The
labor costs of T's trade or business as a
" whole (including the labor costs allocable to
purchasing, handling and off-site storage
activities, but excluding the labor costs
contained in the $1 million in mixed service
costs) are $25 million. The mixed service
costs that T must treat 8s additional section
263A resale costs are equal to $200,000 (i.e.,
$5 million divided by $25 million, multiplied
by $1 million). The $200,000 in mixed service
costs are included in additional section 263A
resale costs, and are allocated to ending
inventory using the procedures described in
paragraph {d){4)(ii) of this section.

(C) In determining whether the costs
of a department or function are mixed
service costs under this paragraph

(d)(4)(iii), the taxpayer shall apply the
principles contained in paragraph (b}(6)
of this section relating to the simplified
mixed service cost method applicable to
the production of inventory. Thus, for
example, the taxpayer shall apply the de
minimis rule described in paragraph
(b}(6)(iv] of this section in determining
whether service costs are solely
allocable to resale activities, or whether
service costs are solely allocable to non-
resale activities. Moreover, the taxpayer
shall apply the principles of paragraph’ -
(b)(B)(iii}(E} of this section in ‘
determining the total costs of -
departments or functions which are to
be included as mixed service costs

under this paragraph (d)(4)(iii). Thus, for

example, in determining the total costs
of departments or functions performing

-mixed service activities for purposes of

this paragraph (d)(4)(iii}, the taxpayer
shall not exclude non-resale related
costs which are otherwise included in
the total costs of such departments
performing mixed service activities. See
the examples relating to the costs of an
accounting department and the labor
costs of administrative and managerial
personnel which are contained in
paragraph {(b}(6)(iii)(E} of this section.
{iv) Examples. The application of the
simplified resale method is illustrated in

_ the following examples:

Example (1). Taxpayer A, using the first-in,
first-out (FIFO) method of accounting for
inventories, incurred $400.000 of storage
costs, $500,000 of purchasing costs, $300.000
in handling and processing costs, and .
$200,000 of mixed service costs during the
taxable year (a total of $1.4 million in -
additional section 283A resale costs}, A's

- beginning inventory balance (excluding

additional section 263A resale costs) was $2
million. A made $8 million in gross purchases
during the taxable year, and A's ending
inventory (excluding additional section 263A
resale costs) was $3 million. The amounts in
ending inventory which are viewed as
consisting of purchases made during the year,
under the FIFO method, are $3 million. The
ratio of additional section 263A resale costs
to purchases made during the taxable year
(the allocation ratio) is 17.5 percent /.e., $1.4
million divided by $8 million. The additional
séction 263A resale costs required to be
capitalized in ending inventory are equal to
$525,000, i.e., the product of the allocation
ratio (17.5 percent) multiplied by the amount
of purchases for the year which are viewed
as being held in ending inventory ($3,000.000).
Example'(2). Taxpayer B uses the last-in,
first-out method (LIFO} of accounting for
inventories. Assume the same facts as
Example (1). The amounts in ending
inventory which are viewed as.consisting of

purchases made during the taxable year,

" under the LIFO method, are $1 million. The °

ratic. of additional section 263A resale costs
to purchases made during the taxable year is
17.5 percent. The additional section 263A
resale costs required to be capitalized in
ending inventory are equal to $175.000. i.e.,
the product of the allocation ratio (17.5
percent) multiplied by the amount of
purchases for the year which are viewed as
being held in ending inventory ($1,000,000).
Example (3). Taxpayer X begins its trade or
business in Year 1, and uses the LIFO method

- of accounting for inventories. X had no -

beginning inventory balance for the year {due
to entering the trade or business in Year 1). X
incurred a total of $1,000 in additional section
263A resale costs in Year 1, and maue $10,000
in gross purchases. The amounts in ending
inventory which are viewed as consisting of
purchases made during the taxable year,
under the LIFO method, are $3,000. Such
ending inventory amounts are contained in
pools A, B, and C. X allocates its additional
section 263A resale costs for Year1 as
follows: .

Year1

Additional section 263A resale costs, $1,000
divided by Purchases, $10,000 equals 10%
allocation ratio

Total A 8 | C

Year 1

Endifig balance .......
Allocation ratio........
Current  additional  section | .
b LA p——— N 160 60] 80

Final ending swentory bala.e.| 3300| 1,760| 660| 880

.| $3,000 [ $1,600 3600 |$800

10 A0 10 10

In Year 2, X incurs $400 of additional
section 263A costs. Purchases for Year 2 are
$2,000, distributed among pools A, B, and C.
Cost of sales for Year 2 are $1,000, X
computes its final inventory for Year 2 as
follows:

Year2 - . -
Additional section 263A costs, $400 divided

by Purchases, $2,000 equals 20%

allocation ration
Totat A B c
Year 2
Beginning balance...........| $3.000 | $1,600 | $600 | $800
Current purchases...........; 2,000 1,500 | 300 | 200
Costs of sales 91,000 (300) | (300 | (400)
Ending balance ........] 4.000 2800 | 600 | 600
Prior penod additional - y
section 263A costs......| 300 160 60 80
Included in costs of
sales. (20) (20)
Remaining '
additional section N
263A COBIS.cvrcrnnrery 280 160 80 60
Curvent additional .
section 263A costs....... 240 240
inal ending .
inventory balance.., 4,520 3,200 | 660 | 660
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Pool C is reduced by $200 in Year 2. A
portion of the additional 263A resale costs
contained in pool C which is attributable to
Year 1 must be included in cost of goods sold
.in Year 2. The amount is determined by
dividing the decrement in pool C by the total
costs accumulated in the Year 1 layer of pool
C: the resulting fraction is then multiplied by
the additional section 263A costs contained
in pool C that are attributable to Year 1.
Thus, the amount of additional section 263A
costs that is included in cost of goods sold
from pool C, attributable to Year1, is $20, j.e.,
$200 divided by $800, multiplied by $80.

{v} LIFO indexes. Under the simplified
resale method, a taxpayer using the
LIFO method of accounting for
inventories must calculate each
particular year's index without regard to
the additional section 263A resale costs
required to be allocated under this
section. Similarly, the taxpayer shall
disregard the additional section 263A
resale costs in adjusting current year
costs by the appropriate indéxes, in
determining whether there has been an
inventory increment or decrement for
the current year in question for the'
particular pool. If the taxpayer
determines that there has been an
inventory increment, then the taxpayer
shall state the amount of the increment
in current year dollars, and then
multiply the resulting amount by the
allocation ration, as previously
described. The resulting product is equal
to the amount of the additional section
263A resale costs which the taxpayer is
required to capitalize in ending
inventory. If the taxpayer determines
that there has been an inventory
decrement, then the taxpayer shall state
the amount of the decrement in dollars
applicable to the particular year for
which the LIFO cost or layer has been
invaded. The additional section 263A
resale costs incurted in prior years
which are applicable to the decrement
shall be charged to cost of goods sold.
The additional section 263A resale costs
which are applicable to the decrement
are determined by multiplying the total
amount of such section 263A resale
costs allocated to the layer of the
particular pool in which the decrement
occurred, by the ratio of the decrement
to the total costs (excludmg section
2631;\ resale costs) in the layer for such
poo

(5) Section 481 (a) adjustment. ~
Taxpayers using the simplified resale
method to allocate costs must apply the'
simplified method in revaluing their
inventories for purposes of the change in
method of accounting required under
this section. See paragraph (e} of this

section for rules relating to the methods
permitted for inventory revaluations and
the calculation of the adjustment under
section 481(a).

_ {8) Election. The election to use the
simplified resale method shall be made
separately for each trade or business of
the taxpayer on a timely filed income
tax return for the taxpayer's first
taxable year for which this section
becomes effective beginning-after
December 31, 1986. For taxable years
subsequent to such taxable year of the
taxpayer, and election to use the
simplified resale method requires the
consent of the Commissioner. In
addition, taxpayers are required to
obtain the.consent of the Commissioner
to change from the simplified resale
method to the general method of this
section.

(e) Inventories. (1) In general, Under
this section, taxpayers are required to
change their method of accounting with

- respect to inventory property, effective

for taxable years beginning after
December 31, 1986. The required change
in method of accounting applies to
inventory produced by the taxpayer, as

well as to inventory acquired by the .

taxpayer for resale. The change in
method of accounting is to be made by
révaluing the items or costs included in
beginning inventory in the year of
change as if the new capitalization rules
of section 263A and this section has
been in effect during all prior periods. In
revaluing inventory costs urider this
procedure, all of the capitalization
provisions of this section (e.g., the
requirement to capitalize the entire
amount of tax depreciation and cost
recovery allowances with respect to
equipment arid facilities), shall apply to
all inventory costs accumulated in prior
periods. The necessity to revalue
beginning inventory as if the new
capitalization rules had been in effect
for all prior periods includes, for
example, the revaluation of costs or
layers incurred in taxable years =
preceding the transition period to the
full absorption method of inventory
costing as described in § 1.471-11{e),
regardless of whether a taxpayer
employed a “cut-off” method under
those regulations. The difference
between the inveritory a$ originally

" valued and the inventory as revalued By :

applying the new capitalization rules is.
equal to the amount of the ajustment
requlred under section 481(a). For
example, with respect to inventories of
films, sound recordings, video tapes,

’

books, and other similar property, the
taxpayer shall revalue the costs of such
items (including, for example, the costs
of a copyright and manuscript of a book)
under the principles of this paragraph
(e)(1).

(2) Section 481(a) adjustment. In the
case of any taxpayer required by this
section to change its methed of
accounting for any taxable year, such
change shall'be treated as initiated by
the taxpayer. (In addition, such change
shall be treated as made with the
consent of the Commissioner, subject to
the provisions of paragraph (e}(11) of
this section). Thus, for example, the
adjustment required under section
481(a) with respect to the change in
method of accounhng for such taxpayer

shall not be reduced in any manner by

any amount pertaining to taxable years
preceding the effective date of the
Internal Revenue Code of 1954. The
adjustment arising from the change in
method of accounting is to be taken into
account over a penod not to exceed 4
years.

(3} Timing of section 481(a)
adjustment. (i} Any taxpayer required fo
change its method of accounting under
this section shall take into account the
adjustment required under the
administrative procedures applicable to
a voluntary change in method of
accounting in effect on January 1, 1987,
subject to the following modifications:

(ii) If 75 percent or more of the section
481{a) adjustment is attribuiable to the
1-taxable year period, 2-taxable year

" period, or 3-taxable year period

immediately preceding the year of
change, the highest percent attributable
to the 1, 2, or 3-taxable year period is to
be taken into account ratébly over a 3-

taxable year period beginning with the
year of change. The remaining balance
is to be taken into account in the 4th
taxable year (the “75 percent rile”). The
75 percent rule of this paragraph shall
only apply if the taxpayer has used its
present method of accounting for more
than 3 taxable years,

(iii) If paragraph (e)(3)(ii} of this
section does not apply, the section
481(a) adjustment is to be taken into |
account ratably over the number of tax
years (not to exceed 4) the taxpayer has
used its present method of accounting.

(iv) If the taxpayer i8 a cooperative
within the meaning of section 1381(a),
the section 481(a} adjustment may be
taken into account entirely in the year of
change or, at the taxpayer's election,

~~ may be taken into dccount under the
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. automatically by the taxpayer. wrthou't
'obtaining the conserit of the
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- ,..general procedures epphoable to.other. -
. taxpayers, as mcdlfled by the rules of .-
. this.paragraph.

{v) The usé of the exbedrted procedure
desorlbed in pargraph (e)(4) of this '

seclion may be elected by a taxpayer in -

applying the 75 percent rule described in *:
paragraph {e}(3){ii) of this section. | ,
fvi) Any net operafing loss and tax

ad)ustment. )
(vii) For purposes of determmmg
estimated tax payments, the section

" 481(a) ad]ustment will be recognized in

taxable income ratably throughout the
year in question.
(4) Expedited procedure far applymg .

‘the 75-percent rule. (i) In general. Any

taxpayer required to change its method
of accounting-under this section may

.elect to use'the expedlted procedure of °
- this paragraph(e)(4}{i} in determining
. the appropriate period for taking into

account the section 481(a) adjustment
under the provisions of the 75-percent -
rule contained in paragraph (e}(3)(ii} of
this section. Under the 75-percent rule,
the period for taking the section 481(a)
adjustment into account may be -
accelerated if 75 percent or more or the
adjustment is attributable to either the -
1-taxable year period, 2-taxable year -
period, or 3-taxable year period
immediately preceding the year of
change. In order to determine whether .
the 75-percent rule applles toa -
taxpayer: the taxpayer is required to -

“compute the section 481(a)’ adjustment
- which would have been required had
the change in method of accounting

occurred in each of the three years
preceding the actual year of change -
Under the procedure provided in this
paragraph (e}(4), in computing the
amount of the section 481(a) ad]ustment
that would have been required in the
three taxable years preceding the year
of change, a taxpayer may—

(A) Compute the percentage increase
inthe balance of begmnmg inventory

* resulting from the change in method of

accounting for the taxable year

(B) Multiply that percentage increasé .

: by the beginning-inventory balance for
- each of the three precedmg taxable

years in issue. .
The resulting product shall be the -

amount of the section 481(a) adjustrnent '
for each of the preceding taxable years;

" fespectively. Any taxpayer electing to

apply, this procedure is required to use .
such procedure for-each of the three.

use this procedure may be made. -

. Commissioner, by adopting such
procedure in determining-the timing of
its section481(a) adjustment under this
section. Do b

* (i) Example rllustratmg pracedure.

Example B, & calendar year taxpayer. is
requlred to change its method of accounting

- for its taxable year beginning January 1, 1987,

. B's beginning inventory balance as of January
credlt carryforwards will be allowed to . . e

-offset any positjve sectlon 481{&1

1. 1987, before the change in method of
accounting, is $1,000. The revalued inventory

- balatice after applying the change in method

of accounting required by this section is
$1.100 (a ten percent increase). B's beginning
inventory balance as of January 1, 1986, was

. $900. Under this procedure, for applying the '

75-percent rule, B may assume that the -

"~ amount of the section 481(a) adjustment
. applicable to a change in method of -

accounting for the taxable year beginning
January 1, 1988, would be $90 {ten percent
multiplied by $800).

. (5) Genera! examples. The following
examples illustrate the provisions of this

_ paragraph.

Example (1). Y is required to change its
method of accounting under this section for

‘its taxable year beginning January 1. 1987.

The adjustment requrred by section 481(a) to

* effect such change is $1,000. Y has been using

its prior method of accounting for inventories
for the 4-year period preceding the year of
change. The highest percent of the section

" '481{a) adjiistment attributable to either the 1-

taxable year petiod, 2-taxable year period, or
3-taxable year period preceding the year of

change is 67%. Based on the above facts, Y is

required to include ratably the section 481(a)
adjustment in taxable income for its four
consecutive taxable years beginning with
1987, i.e., $250 of the section 481(a)
adjustment should be included in taxable
income for each of the four years.

Example (2). Assume the same facts as in
example 1, except that the highest percent of

. the section 481(a) adjustment attributable to
_ either the 1-taxable year period, 2-taxable

year period, or 3-taxable year period,

‘immediately preceding the year of change is
90%. Based on the above facts, Y is'required

to include 30% of the total section 481{a)
adjustment into taxable income for each of
its three consecutive taxable years beginning

- with 1987, The remaining 10 percent of the

section 481(a) adjustment shall be included in

L income for the fourth taxable year, i.e., 1990.

Example (3). Assume that Y is. requlred
under this section to change its method of
accounting for its taxable year beginning -
January 1,1987. In addition, assume that in
accordance with paragraph (e)(3){iii}, Y is
required to include the section 481(a)

-adjustment in ihcome over 4 years beginning.

with its 1987 taxable year. On December 31,
1987, the aggrégate balance of Y's inventory
to which the section 481(a) adjustment relates
is reduced by more than 33Y% percent of the
aggregate balance at January 1, 1987, Further,

" the inventory is 80 reduced by at least such
- .percentage on December 31, 1988, Y must
.include the remalnmg balance of the 481(a)
- adjustment in its income for: December 31,

1988.

(6) Revaluation of inventory—{i)In .

»geneml Generally, in revaluing the -

costs of inventory under-the change in
method of accounting, taxpayers are
required to-make a determmatron. based
on all of the facts and circumstances, of
the direct and indirect costs which are
to be assigned to each time of inventory -
under the capitalization rules of this .
section (the “facts and circumstances
revaluation”). The facts and
circumstances revaluatron shall be
required for every.prior period which is
relevant in determining the total
restated balance as of the year of
change. Paragraph (e)(6)(ii) of this
section describes the facts and
circumstances revaluation, including the
degree of precision and accuracy which
is necessary under that method.
Paragraph (e}(6) (iii) and (iv) of this
‘section permit the use of certain
methods which determine the
revaluation of inventory costs through
processes of estimation and g
extrapolation which are not based on a-
determination of the facts and
circumstances of a particular year's
data. The methods prescribed in this
paragraph (e)(6) (i}, (iii}, and (iv) are -
available with respect to taxpayers
producing property, or acquiring
property for resale, regardless of

.. whether those taxpayers elecled touse = -
" the simplified methods available for

such activities under this section.’

(ii) Facts and circumstances
_revalugtion—{A} In general. Under- the
“facts and circumstances revaluation,

taxpayers generally are required to
revalue inventories by applying the
capitalization rules of this section to the
production and resale activities of the
taxpayer, with the same degree of
specificity as required of inventory
*manufacturers under the law
immediately prior to the effective date
of the Tax Reform Act of 1986. Thus, for
example, with respect to any prior
period which is relevant in determining -
the total amounts of the revalued.
balance as of the year of change, the
taxpayer must analyze the production - -

" and resale data for that particular .

‘period, and apply the rules and o
principles’ of this section to determme .
the appropriate revalued inventory
costs. However, under the facts and’
circumstances revaluation, taxpayers
may utilize reasonable estimates and
procedures in valuing inventory costs.if:
(1) Taxpayers lack (and are not able
to reconstruct, from theirbooks and. -
‘records), actual financial and accounting -
data which-is required to apply the -~ .~
capitalization rules of this'section to the
relevant facts and circumstances =~
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surrounding a particular item of .
.inventory or cost; and .

(2) The total amounts of costs for
which reasonable estxmates and
procedures are employed are not
significant in comparison to the total -
restated value (including costs
prevnously capltahzed under thé
taxpayer's prior method of accounting)
of the items or costs for the penod in’
question.

~ Taxpayers who are not able to comply
with the latter requirement of the
preceding sentence because of the
.existence of a significant amount of
costs which would require the use of
estimates and procedures, shall revalue
their inventories under the procedures
provided in paragraph (e)(B) (iii} and (iv}
of this section.

(B) Estimates and procedures allowed
The estimates and procedures of this
paragraph (e)(8)(ii} include—

(7} The use of available information
from more recent periods to estimate the
amount and nature-of inventory costs
applicable to earlier periods; and

(2) The use of available information
with resepct to comparable items of
inventory produced.or acquired during
the same period in.order to estimate the
costs associated with other items of
inventory.

(C) Examples. The provisions of this
paragraph (e)(6)(ii) are illustrated by the
following examples. The principles set
forth in these examples are applicable
both to production and resale activities.

+ Example (1). Taxpayer X lacks information
for the years 1973 and earliér. regarding the
amount of costs incurred in transporting
finished goods from X's factory to X's. - |
warehouse and in storing those goods at the
warehouse until their sale to customers, X
determines that, for 1974 and subsequent
years, such transportation and storage costs
constitute 4 percent of the total costs of
comparable goods under X's methiod of -
accounting for.such years (the “section 471
costs”}, before revaluation under-this section.
Under this paragrapb.(e)(6){ii}, X may assume
that transportation and storage costs for the
years 1973 and earlier constitute 4 percent of
the total section 471 costs of such goods.
Example (2). Assume the same facts as in
example (1), except that for the year 1973 and
earlier, taxpayer X used a different method of
accounting for inventory costs whereunder
significantly fewer costs were capitalized
under section 471 than amounts capitalized in
. later years. Thus, the application of -
transportation and storage based on a
percentage of costs for 1974 and Iater years _
would not constitute a reasoriable estimate_
for use in earlier years. X may use the
information from 1974 and later years, if
appropriate adjustments are made toreflect.
the differences in inventory costs for the .
appllcable years, including, for example: (1)
increasing the percentage of costs which are
intended to reépresent transportation. and.

storage costs to reflect the aggregate
differences in capitalized amounts under the
two methods of accounting; or (i} taking the

absolute dollar amount of transportation and

storage costs for comparable goods in ~

inventory and applying.that.amount (adjusted

for changes in general price levels, where
appropnate) to goods associated with 1973
and prior periods.

Example (3). Taxpayer Y- iacks information

for 1876 and earlier years regarding the '

amount of tax depreciation applicable'to
equipment used to manufacture inventories.
For such years Y capitalized the amount of

* depreciation on such equipment equal to the

depreciation which was treated as an
inventoriable cost for "book"” purposes, i.e., .
for purposes of financial reports. For years
1977 through 1980, Y determines that the
requirement to capitalize the total amount of
depreciation allowable for tax purposes
under this section, results in additional
capitalized depreciation equal to 5 perceiit of

" the total section 471 costs of the inventory
property. Y may assume that the requirement .

to capitalize tax depreciation for the years

1976 and earlier constitutes as additional 5 - -

percent of the tolal section 471 cost of such
goods.

Example.(4). Assume the same facts as in
example (3), except that for 1976 and earlier
years, taxpayer Y generally did not treat

depreciation of equipment and facilities as an -

inventoriable cost for book purposes. Thus,
for reasons similar to those set forth in
example (2), Y may not use the revaluation
percentages for tax deprecidtion in 1977
through 1980, in determining the amount of .
such depreciation for 1976 and earlier years.

- However, Y may use the available . -

information for 19877 through 1980, if
appropriate adjustments, similar to the
adwstments prescribed in example (2), are
made in determining the applicable amounts
for 1976 and earlier years, :

Example (5). Taxpayer Z lacks information
for certain years with respect to fuctory

administrative costs, subject to capitalization-
under this section, incurred in the production -

of inventory in factory A. Z does have .
sufficient information to determine factory
administrative costs with respect to R
production of inventory in factory B, wherein
inventory items were produced during the
same years as factory A. Z may use the -
information from factory B to determine the
appropriate amount of factory administrative
costs to capitalize as inventory costs for
comparable items produced infactory A

. during the same years,

(iti) Weighted average methad—-(A] In
general. Taxpayers using the FIFO
method of accounting or the specific
goods LIFO method of accounting for
inventories may use the wenghted
average method as provided in this

. paragraph (e)(6}(iii), to estimate the

amount of additional costs that must be
allocated to inventories for prior years.’
The weighted average method under
paragraph {e}{8)(iii} is only available to-
taxpayers who lack sufficient datato
revalue their inventory costs under the
facts'and circumstances revaluation . -

* method provided for in paragraph (e)(6) -

of this section. Moreover, taxpayers who
qualify for the use of the weighted

.average method under this paragraph.

(e)(6)(iii) shall utilize such method only- .
with respect to items or'costs for which
they lack sufficient information to
revalue under the capitalization rules of
this section. Particular items of costs -
must be revalued under the facts and -
circumstances revaluation method of
this paragraph (e}(6)(ii), if sufficient .
information exists to make such a
revaluation. If a taxpayer lacks
sufficient information-to otherwise apply- .
the weighted average method under this
paragraph (e}(6)(iii) (e.g., the taxpayer is

Vunable to revalue the costs of any of its

items in inventory due to a lack of
information), then the taxpayer shall use , .
reasonableé estimates and procedures, as
described in the facts and circumstances
revaluation.method under paragraph .
(e)(6)(ii) of this section, to whatever
extent is necessary to allow the
taxpayer to apply the weighted averdge '
method. .

(B) Welghted average methad for
specific goods LIFO taxpayers. (1} This

-paragraph (e)(6)(iii)(B) sets forth the
. mechanics of the weighted average
. method as applicable to LIFO taxpayers - -

using the specnflc goods methods.of .

wvaluing inventories. Under the werghted
_ average method, the inventory layers

with respect to an item for which data is
available are revalued under this '
section and the increase in amount for
each layer is expressed as a percentage
of change from the cost in the layer as

. originally valued. A weightéd average of

the percentage of change for all layers-
for each type. of good is computed and
applied to all earlier layers for each type
of good which lack sufficient data to
allow for revaluation. In the case of.-
earlier layers for which sufficient data .’
exists, such layers are to be.revalued .
using actual data. In cases where
sufficient data is not available to make a
weighted average estimate with respect

‘to a-particular item of inventory, a

weighted average increase.is to be
determined using all other inventory
items revalued by the taxpayer in the
same pool; this percentage increase is
then used to revalue the cost of the item.
for which data is lacking. If the taxpayer
lacks sufficient data to revalue any of

. the inventory items contained in a pool,

then the weighted average increase of
“substantially similar” items (as.
determined by principles similar to the.

.rules apphcable to-dollar-value’ LIFO

taxpayer in § 1:472-8(bj(3})).shall be :
applied in the revaluation of the items in
such pool. If insufficient data exists with -

. respect to-all the items in a pool»a}mj to. -



10080

.all items:which are substantially similar

I

. {or such items de not exist}, then the
- weighted-average for all revalued items

in the taxpayer's inventory shall be .
applied in revaluing items for which -
data is lacking. S

- (2) Example..

‘Example. Taxpayer M, a manufacturer, .
produces two different parts. Work-in-
process inventory is recorded in terms of
equivalent units of finished goods. M's’
records show the following at the end of 1986
under the specific goods LIFO inventory
method: .

LIFO product and | Num- .| Caryi
layer | ber | ;Cogt valuer.:zg
-1984...... "--100{ .-7.00] 700
1985 4§ 7100| ¢ 7.75 775
.7 -50| '.9.00 450
| 2828
200|- 4.73 946
200{ 532 1,064
. 100| 6.00 600
100!  7.00 700
3,310

: LlFO.product;and Num- | . g
layer ber | ©o%! | “Values
Product No. 1: R B

1983.cccmenceerenss 150 $5.00 $750

1984..... . . 100 6.00 600

1985. 100| 650 650

“1986...cccrcrrrend 501 7.00; 350

Total.. 2,350

Product No. 2: ° __

1983.......i.. 200 4.00 . 800

200| - 4.50 900

100 500{ 500

100 6.00 600

1 2,800

_ Note: Total carrying value of Product No. 1
and No. 2—5,150 ’

M has sufficient data to revalue the unit,
costs of product #1 under the new
capitalization rules of this section 1o $7.00 in
1984, $7.75 in 1985 and.$9.00 in 1986. The
available data for product #1 results in a
weighted average percentage change for
product #1 of 20.31 percent [{100 x ($7.00 —
$8.00]) + (100'% ($7.75 — $6:50)) + (50x |
($9.00 ~ $7.00)) divided by (100 x $6.00) + -
(100 x $6.50) + {50 x $7.00}. M has sufficient
data to revalue the unit costs of praduct #2 to
$6.00 on 1985 and $7.00 in 1986. The available
data for product #2 results in a weighted - -
average percentage change of 18,18 percent
({160 X ($6.00 — $5:00)) + (100 X ($7.00 —
$6.00)) divided by (100 X $5.00) + (100 x
$6.00)]. The revalued costs for product #1 for
1983 can be estimated by applying the
weighted average increase determined for
product #1 (20.31 percent) to the unit costs
originally carried on the taxpayer's records
for 1983. The estimated revalued unit cost in

the case of product #1 would be $6.02 {$5.00 x

1.2031). The costs of product #2 are
redetermined in a similar manner for 1983
and 1984 by applying the weighted average
increase determined for product #2 of 1818 .
percent to the unit costs of $4.00 énd $4.50 for

- 1983 and 1984, yielding revalued unit costs of

$4.73 and $5.32 respectively. M's inventory
would be revalued:as follows: . .

‘ LlEO'bfi}du&t and | Num- | ~.., | Camyin .
layer “ber 9"_5‘ vvaiuesg
Product No..1: . .';:; S PR

1983.......cn, - 15010, $6.021 - . $903

 section 481({a)—$988

Notes:'

Total of carrying value of Products No. 1
and No. 2 under section 263A—$6,138

Total amount of adiustr_ngntrequnre;d under

(C) Weighted average method for
FIFO taxpayers. {1) This paragraph-
(e)(B){iii){C} sets forth the mechanics of
the weighted average method as
applicable to FIFO taxpayers. Under the

" weighted average method, an item in

ending inventory for which sufficient
data is not available for revaluation
under this section shall be revalued by
using the weighted average percentage
increase with respect to such item for
the first subsequent year for which
sufficient data is available. With respect
to an item for which no subsequent data
exists, such item shall be revalued by
using the weighted average percentage
increase with respect to all reasonably
comparable items in the taxpayer's
inventory for the same year or.the first
subsequent year for which sufficient

- data is available.

(2) Example.

Example. Taxpayer A uses the FIFO
‘method of valuing inventories. A maintains
inventories of bolts, twe types of which it no
longer produces. Bolt A was last produced in
1984 and 1985. The revaluation of the costs of
Bolt A under this section for bolts produced
in 1984 results in a 20 percent increase of the

. costs of Bolt A. A portion of the inventory of

bolt A, however, is attributable {0 1983. A
does not have sufficient data for revaluation
of the 1983 layer for Bolt A. With respect to
bolt A, A may apply the 20 percent increase

- determined for 1984 to the 1983 production as

an acceptable estimate. Bolt B was last
produced in 1982 and no data exists which
would allow revaluation of the inventory cost
of bolt B pursuant to the rules of this section.
Thé inventories of all other bolts for which
information is available are attributable to
1984 and 1985 production. Revaluation of the

costs of these other bolts using available data -

results in an average increase in inventory
costs of 15 percent for 1984 production, With
respect to bolt B, the overall 15 percent
increase for W’s inventory for 1984 may be
used in revaluing the cost of bolt B.

-(iv) 3-year average method—{A) In .

.general. Taxpayers using the dollar-

value LIFO methoed.-of accounting for .
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inventories-may revalue-all existing: .-

- LIFO layers of a trade or business-based

on the 3-year average method as . . :
provided in this paragraph {€}(6)(iv}. The
3-year average method is.based on the :
weighted average percentage change

. (the "3-year revaluation factor”) in the -

current costs of inventory for each LIFO
pool based on the three most recent
taxable years for which the taxpayer
has sufficient information (typically, the
three most recent taxable years of such
tradé or business). The 3-year ’
revaluation factor is applied to all layers
for each pool in beginning inventory in

‘the year of change. The 3-year average-

method is available to dollar-value -
taxpayers who comply with the . }
requirements of this paragraph (e}(6}(iv)
regardless of whether such taxpayers -
lack sufficient data to revalue their = -~
inventory costs under the facts and - -
circumstances revaluation method
prescribed in paragraphs {e)(6}(ii) of this
section. The 3-year average method’

‘must be applied with respect to all"

inventory in a taxpayer's trade or
business. Taxpayers are not permitted
to apply the method for the revaluation
of some, but not all, inventory costs on
the basis of pools; business units, or-
other measures of inventory amounts
which do not constitute a separate trade
or business. Under the 3-year average
method, for purposes of determining
future indexes, the year prior to the year
of change becomes a new base year,
and all costs are restated in new base

. year costs for purposes of extending

such costs in future years. However,’
costs associated with old layers retain
their separate identity within the base-
year, with such layers being merely
restated in terms of the new base year
index. For example, for purposes of
determining whether a particular layer
has been invaded, each layer shall
retain its separate identity; thus, ifa -
decrement in an inventory pool occurs,
layers-accumulated in more recent years
shall be viewed as invaded first, in
order of priority. If a taxpayer lacks.
sufficient information to otherwise apply
the 3-year average method under this
paragraph [e)(6)(iv) (e.g., the taxpayer is
unable to revalue the costs of any of its
LIFO pools for three years due to a lack
of information), then the taxpayer shall
use reasonable estimates and
procedures, as described in the facts
and circumstances revaluation method
under paragraph (e}(6}(ii) of this section,
to whatever extent is necessary to allow
the taxpayer to apply the 3-year average
method. . - -

.[B) Consecutive year.requirement.

. Under the 3-year average method, if .

sufficient production data is available-to
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calculate the revaluation factor for more
than three years, the taxpayer may use
data from such additional years in
determining the average percentage
increase only if the additional years are
consecutive years prior to the year of
change. The requirement under the
preceding sentence to use consecutive
years is applicable under this method
regardless of whetherany inventory
costs in beginning inventory as of the
year of change are viewed as incurred
in, or attributable to, those consecutive
years under the LIFO method. Thus, the
requirement to use data from
consecutive years may result in using
information from a year in which no
LIFQ increment occurred. For example,
if a taxpayer has sufficient data to
revalue its inventory for the years 1981
through 19886, the taxpayer may
calculate the revaluation factor using all
six years. If, however, the taxpayer has
sufficient data to revalue its inventory
for the years 1980 through 1982, and 1984
through 1986, only the years consecutive
to the year of change (i.e., 1984 through
1986) may be used in deterrmmng the
revaluation factor. Similarly, for
example, a taxpayer with LIFO

" increments in 1985, 1983, and 1982 may
not calculate the revaluation factor
based on the data from those years -
alone, but instead must use the data
from consecutive years for which the
taxpayer has information. :

(C) Example.

Example. G, a calendar year taxpayer. f“u'st
adopted the dollar value LIFO method in
1981, using a single pool and the double
extension method. G's beginning LIFO
inventory for the year of change is as follows:

. UFO
Base year Index
costs vaiue
$14,000 1.00| ° $14,000
4,000 1.20 4,800
5,000 1.30 6,500
2,000 1.35 2,700
0 1.40 0
4,000 1.50 6,000
5,000 1.60 8,000
34,000 © 42,000
G is able to recompute total inventoriable
costs incurred under the rules of this section
for the three preceding taxable years as
follows: : ,
Cument cost | Gument cost | Waighted
Current year as recorded | as adjusted | percentage
(nnor) law (263A) |- change
1984 layef .....]  $35000 |  $45150 0.20
1985 layor 43500 54,375 | - 25
1986 layer .. 54,400 70,720 . 30
.Tom 132800, |. 170,245 28

Applymg the @verage revaluauon factor of
i .28 to each layer, the inventory is restated as
follows: . - . :

LIFO
Base year C
i | o | s
$17020 | 100 $17920
5,120 1.20 6,144
6,400 130 8320
2560 | 135 3,456
o 140 0
5120| 150 7,680
8406 1,60 10,240
‘43,520 . 53,760

The ad)ustmem requxred by sectxon 481[&)
is the difference between (/) the revalued
costs of the taxpayer's inventory under the °
new capitalization rules, and (/) the costs of
the taxpayer’s inventory before the’
revaluation required under this section.
Based on these facts, the adjustment required
by section 481(a} would be equal to $11,760
($53,760-$42,000]. In addition, the year pnor
to the year of change in method of accounting

shall be treated as a new base year for the .

purposes of determmmg the LIFO index in
future years. This requires that layersin
years prior to the base year be restated in
terms of the new base year index. With -
respect to G, the restated inventory would be
as follows:

Restated | . - LIFO
base year Index ng
costs . valve
s28672| . 0625| $17.920
8,192 15 6,144
10272 81 8,320
4,114 B84 . 3,456
0 875 [
8,188 | 938 7,680
10,240 1.00. 10,240
69,676 53,760

(7} Adjustments to inventory costs
from prior years. (i} General rule. (A)’
The use of the revaluation factor, based
on current costs, to estimate the
revaluation of prior inventory layers
under.the 3-year average method as
described in paragraph (e}{6)(iv) of this
section, may result in an allocation of
costs that include amounts attributable

-to costs not incurred during the year in

which the layer arose. To the extent that
a taxpayer can demonstrate that costs

" which contributed to the determination -

of the revaluation factor could not have
affected a prior year, the revaluation -
factor as applied to that year may be
adjusted, under the restatement
adjustment procedure, as described in -
paragraph [e)[s) of this section. Except
as provided in paragraph (e}(7}(iii) of
this section, the determination thata -
cost could not have affected a prior year
shall be made by a taxpayer only upon’
showing that the type of cost incurred -
during the years used to calculate the
revaluation factor (the “revaluation

"years”), was not present during such

prior year. An item of cost'will notbe”
eligible for the restaterent-adjustment
procedure simply by reason of the fact: -

that the cost varies in amount from year
to year or that the same type of cost is
described or referred to by a different
name from year to year. Thus, the
restatement adjustment procedure
allowed under paragraph (e)(9) of this
section shall not be available in a prior -
year with respect to a particular cost if -

-the same type of cost was incurred in

both the revaluation years and in such -

. prior year, although the amount of such
‘cost (and the name or description .

thereof) may vary.

*(B) The provisions of this paragraph
(e)(7) shall also be applicable to '
taxpayers using the weighted average
methad in revaluing inventories under -
paragraph (e)(8)(iii) of this section. Thus.
to the extent thata taxpayer can
demonstrate that costs which
contributed to the determination of the
restatement of a parhcular year or item
could not have affected a prior year or
item, the taxpayer may adjust the
revaluation of that prior year or item
accordingly under the weighted average
method. All the requirements and
definitions, however, applicable to the
restatement adjustment procedure under
this paragraph (e}{7) shall fully apply to -

"a taxpayer using the weighted average -

method to revalue inventories.
(ii} Examples of costs eligible for

restatement aaﬂlustment procedure.

Example {1). Assume the taxpayer. A,
introduced a defined benefit pension plan in

* 1984, and made the plan available to -

personnel whose labor costs were (directly or
indirectly) properly allocable to production or’
resale activities. A determines the

revaluation factor based on data available

for the years 1984 through 1988, for which the

pension plan was in existence. Based on
these facts, the costs of the pension plan in
the revaluatlon years are eligible for the .
restatement adjustment procedure for years
prior to 1984. ]
Example {2): Assume the same facts as in
example (1}, except that a defined
contribution plan-was available, during prior
years, to pergsonnel whose labor cdsts were - -
properly allocable to production-or resale
activities. The defined contribution plan was
terminated before the introduction of the
defined benefit plan in 1984. Based on these

. facts, the costs of the defined benefit pension
. plan in the revaluation years are not eligible

for the restatement adjustment procedure
with respect to years for which the defmed
contribution plan existed. '
Example (3). Assume that.the taxpayer. B e
‘established a service department.in 1981,
substantially all of the activities of ' which
were devoted to administering the taxpayer'a- .
compliance with certain govemmental .
regulations which weré first issued and made
effective for ‘the year 1981. The govemmental
regulahons issued in 1981 dealt with certain’
activities-of the taxpayer which, under prior’ *

law, had not been regulated by any- -+ =~ -

- governmental body. B determines the™ -~
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revaluation factor based on data available
for the years 1984 through 1986, for which the
service department was in existence. Based
on these facts, the costs of the service
department in the revaluation years are
eligible for the restatement adjustment
procedure for 1980 and prior years.

Example [4). Assume that the taxpayer, C,
established a security department in 1976, to
patrol and safeguard the production and
warehouse areas used in.C's trade or
business. Prior to 1976, C had not been
required to utilize security personnel in its
trade or business; C established the security
department in 1976 in response to increasing
vandalism and theft at its plant locations..
Based on these facts, the costs of the security
department are eligible for the restatement
adjustment procedure for years prior to 1976.

Example [5). Assume that the taxpayer, D,
established a payroll department in 1978 to
process the company’s weekly. payroll. In the
years 1974 through 1977, D engaged the
services of an outside vendor to process the
company's payroll, Prior to 1974, D's payroll
processing department was done by D's
accounting department, which was
responsible for payroll processing as well as
for other accounting functions. Based on

_these facts, the costs of the payroll
department are not eligible for the
restatement adjustment procedure. D was
incurring the same type of costs in earlier
years as D was incurring in the payroll
department in 1978 and subsequent years.
although these costs were designated by a
different name or description.

Example (6). Assume that the laxpayer, E.
established a legal department in 1978 to

provide the company with legal serviceson a -

variety of matters. Prior to 1976, E engaged
the services of outside counsel to obtain any
necessary legal services. Based on these
facts. the costs of the legal department are
not eligible for the restatement adlustmenl
procedure.

Example (7). Assume that the taxpayer, F,
establishes a computer services department
in 1977 in order to automate the processing
and recordkeeping activities of the company.
Prior to 1977, the processing and
recordkeeping activities of the company had
been performed by bookkeepers and other
personnel in the company's accounting
department. Based on these facts, the costs of
the legal department are not eligible for the
restatement adjustment procedure.

{iii) Exception from general rule.
Costs which are described in this
paragraph {e)(7)(iii) shall be eligible for
the restatement adjustment procedure
under paragraph:(e}(9) of this section,
even though such costs do not otherwise
meet the requirements for such
eligibility under the provisions of
paragraph (e)(7)(i) of this section. Except
as provided in this paragraph {e)(7)(iii},
no other costs shall be eligible for the
restatement adjustment procedure |
unless those costs satisfy the
requirements of paragraph {e)(7)(i) of
this section. Costs described in this
paragraph which are eligible for the
restatement ad]ustment procedure are.

costs attributable to different
depreciation and cost recovery
("“depreciation”) methods used for
federal income tax purposes, except that
no adjustment shall be made for
“applicable pre-cutoff years” as defined
in paragraph (e)(8) of this section.

(iv] [Reserved.]

{v) Example.

Example. Assume that taxpayer, A,
depreciated its equipment and facilities using
the accelerated cost recovery system (ACRS})
for the taxable years 1981 through 1986. A
determines the revaluation factor based on
data available for the years 1984 through
1986. With respect to taxable years prior to
1981, A used depreciation methods for federal
income tax purposes which were less
accelerated in nature than the ACRS system.
Due to the requirement under this section
that all tax depreciation {(including the
accelerated component thererof) incurred
with respect to production equipment and
facilities be capitalized, the use of the
revaluation factor determined by reference to
years 1984 through 1986 results in a higher

" revaluation factor than the factor which

would be applicable for years prior to 1981
based on the facts and circumstances of
those years. Although the differences in
depreciation methods reflect only varying
amounts of the same type of costs, such
differences are eligible for the adjustment
prescribed in paragraph (e)(9) of this section,
subject to the requirements of this paragraph
{e)(8) regardmg any applicable pre-cutoff
years.

(8) Applicable pre-cutoff years. A
taxpdyer may not adjust the revaluation
factor by reason of the difference
between depreciation methods used for
federal income tax purposes, with
respect to an applicable pre-cutoff year,
as defined in this paragraph. A year will
be considered as an applicable pre-
cutoff year if (i} for such year, the
taxpayer included in inventoriable costs
under its method of accounting, less
than 10 percent of “book” depreciation
taken for that year with respect to the
taxpayer's equipment and facilities used
for production purposes; and (ii) with
respect to the revaluation years, the
taxpayer included in inventoriable costs
under its method of accounting
substantially all (i.e., at least 80 percent)
of “book” depreciation taken for that
year with respect to the taxpayer's
equipment and facilities used for
production purposes. Book depreciation,
for this paragraph, shall mean the total
depreciation taken for such year with
respect to equipment and facilities for
financial reporting purposes, regardiess
of whether such book depreciation was
treated as an inventoriable cost for such
financial reporting purposes. A year
may be ireated as an applicable pre-
cutoff year under this paragraph (e)(8}if

" . the taxpayer utilized either of the cut-off

methods described in § 1.471~

11(e}{3){i1)}(B} (1) or {2) (i.e., cut-off
methods available under the transition
rules to the full absorption method of
accounting) and the year otherwise
qualifies as an applicable cut-off year
under this paragraph. Similarly, a year
may be treated as a pre-cut-off year
under this paragraph, if the taxpayer -
changed its method of accounting for
inventoriable costs and utilized a cut-off
method to effectuate such change,
regardless of whether the change in
method of accounting was allowed
under the Code, or was approved by the

" Commissioner. Although a particular

year may be an applicable pre-cutoff
year under this paragraph, the taxpayer
will not be precluded from adjusting the
revaluation factor with respect to
differences between depreciation
methods used for federal income tax
purposes, for years subsequent to the
applicable pre-cutoff year.

(9) Restatement Adjustment
Procedure. {i} In general. {A} This
paragraph (e)(9) provides a restatement
adjustment procedure whereunder
taxpayers may adjust the restatement of
inventory costs in prior taxable years in
order to produce a different restated
value than the value that would
otherwise occur through application of
the revaluation factor to such prior

.taxable years.

(B) Under the restatement adjustment
procedure as applied to a particular
prior year, a taxpayer shall determine
the particular items of cost which are
eligible for the restatement adjustment
with respect to such prior year. The
taxpayer shall then recompute, by using
reasonable estimates and procedures,
the total inventoriable costs which
would have been incurred for each
revaluation year under—

(1) The taxpayer's previous method of
accounting for inventories used during
the revaluation year, and

(2} The capitalization rules of this
section as applied to production
activities in the revaluation year,
by making appropriate adjustments in
the data for such revaluation year to
reflect the particular costs eligible for
adjustment. .

(C) The taxpayer shall then compute
the total percentage change with respect
to each revaluation year, using the
revised estimates of total inventoriable
costs for such year as described in this
paragraph {e}(9)(i}(B). The percentage
change shall be determined by
calculating the ratio of:

{2) The revised total of the .
inventoriable costs for such revaluation
year under the capitalization rules of
this section, to— .
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{2} The revised total of the
inventoriable costs for such revaluation
year under the prior method of
accounting used for such year.

(D} A weighted average of the
resulting percentage change for all
revaluation years would then be
calculated, and the resulting average
would then be applied to the prior year
in issue.

(ii) Examples of restatement
adjustment procédure

Example (1). Assume that taxpayer A is
eligible to make a restatement adjustment by
reason of the costs of a defined benefit
pension plan which was introduced in 1984,
during the revaluation period. The
revaluation factor, before adjustment of data
to reflect the pension costs, is as provided in

the example in paragraph (e)(6)(iv}{C) of this ~

section. Thus, for example, with respect to
the year 1984, the total inventoriable costs
under prior law were $35,000 the total
inventoriable costs under this section were
$45,150, and the percentage restatement
change for that year was .29. Under the prior
method of accounting used by A during 1984,
none of the pension costs were included as
inventoriable costs. Thus, the total
inventoriable cost un. er prior law would
remain at $35,000 if the pension plan had not
been in existence. Under the restatement
adjustment procedure, A determines that the
total inventoriable costs under this section
for 1984, if the pension plan had not been in
existence, would have been $42,000. The
restatement adjustment for 1984 determined
under this paragraph (e}{9) would then be
equal to .20, A would make similar
calculations with respect to 1985 and 1986.
The weighted average of such amounts for
each of the three years in the revaluation
period would then be determined as in the
example in paragraph (e}{6){iv}(C) of this
section. Such weighted average would be
used to revalue cost layers for years for
which the pension plan was not in existence.
Such revalued layers would then be viewed
as restated in compliance with the
requirements of this paragraph. With respect
to cost layers incurred during years for which
the pension plan was in existence, no
adjustment of the revaluation factor would
occur, i.e., the revaluation factor would be
equal to .29, -
Example (2). Assume the same facts as in
example (1), except that a portion of the
pension costs were included as inventoriable
costs under the prior method of accounting
used by A during 1984. Under the restatement
adjustment procedure, A determines that the
total inventoriable costs under the prior
method of accounting for 1984, if the pension
plan had not been in existence, would have
been $34,000. Similarly, A determines that the
total inventoriable costs under this section
for 1984, if the pension plan had not been in .
existence, would have been $42,000. The
restatement adjustment for 1984 determined
under this paregraph (e}(9) would then be
equal to .24. A would make similar :
calculations with respect to 1985 and 1986.
The weighted average of such amounts for
each of the three years in the revaluation

period would then be determined as in the
example in paragraph (e)(6)(iv}(C) of this
section. Such weighted average would be
used to revalue cost layers for years for
which the pension plan was not in existence.
Example (3). Assume that taxpayer A is
eligible to make a restatement adjustment by
virtue of using ACRS depreciation during the
revaluation period. With respect to certain
taxable years before 1981, A used the asset
depreciation range and class life system
(ADR) of depreciation. The revaluation factor
before adjustment of data to reflect the
different depreciation methods is the same
factor as provided in example (1), i.e., &

‘percentage restatement change for 1984 of .29, .

Under the restatement adjustment procedure,
A determines, using reasonable assumptions
and estimates, the total amount of ADR
depreciation which would have been
allowable with respect to A's equipment and
facilities in 1984, had the ADR system been in
effect for such year (and for all relevant prior
years}, and had the ACRS system and
deductions thereunder not been available.
Assuming that only ADR depreciation had
been used in 1984 for all of A's equipment
and facilities, A determines the total

“inventoriable costs which would have been

incurred under the capxtahzatwn rules of this
section, i.e. rules which require the
capitalization of all fax depreciation taken
with respect to equipment and facilities. A
determines that such amount is equal to
$40,000. The restatement adjustment
determined under this paragraph (e}(8) would
then be equal to .14. The .14 restatement
adjustment would be used to fevalue costs
layers for years for which only the ADR
system had actually been used by A. With

. respect to cost layers incurred during years

for which ACRS depreciation was actuslly
taken by A, no adjustment of the revaluation
factor would occur.

{10) Anti-abuse rule—{i) In general,
Section 263A(h)(1) provides that the
Secretary shall prescribe such
regulations as may be necessary or
appropriate to carry out the purposes of
section 263A, including regulations to
prevent the use of related parties, pass-
thru entities, or intermediaries to avoid
the application of this section. One way
in which the application of section 263A

" and this section would be otherwise

avoided is through the use of entities
described in the preceding sentence in
such a manner as to effectively avoid
the necessity to restate beginning
inventory balances under the change in
method of accounting required under
this section.

(ii} Deemed avoidance of this
section—{A) Scope. For-purposes of this
paragraph, the avoidance of the
application of section 263A and this
section will be deemed to occur if a
taxpayer using the LIFO method of
accounting for inventories, transfers
inventory property to a related
corporation in a transaction described in

.- section 351, and such t¥ansfer occurs;

{1) On or before the beginning of the
transferor’s taxable year beginning in
1987; and )

(2) After September 18, 1986.

(B) General rile. Any transaction .
described in paragraph (e)(10)(ii}(A) of
this section shall be treated in the
following manner:

" (1) Notwithstanding any provision to
the contrary {e.g., section 381), the
tranferee corporation shall be required
to revalue the inventories acquired from
the transferor under the provisions of
this paragraph (e) relating to the change
in method of accounting and the section
481(a) adjustment, as if the inventories
had never been transferred and were
still in the hands of the transferof; and

{2) Absent an election as described in
paragraph (e)(10)(iii) of this section, the
transferee shall account for the
inventories acquired from the transferor
by treating such inventories as if they
were contained in the transferee’s LIFO
layer{s).

(iii) Election to use !ransferor 's LIFO
layers. if a transferee described in
paragraph (e)(10)(ii) of this section so
elects, the transferee shall account for
the inventories acquired from the
transferor by allocating such inventories
to LIFO layers corresponding to the
layers to which such properties were
properly allocated by the transferor,
prior to their transfer. The transferee
shall account for such inventories for all -
subsequent periods with reference to
such layers to which the LIFO costs
were allocated. Any such election shall

_ be made on a statement attached to the

timely filed federal income of the
transferee for the first taxable year for
which this section applies to the
transferee.

(iv) Tax avoidance iritent not
required. The provisions of paragraph
(e){10)(ii) of this section shall apply to
any transaction described therein,
without regard to whether such
transaction was consummated with an
intention to avoid federal income taxes.

(v) Related corporation. For purposes

. of this paragraph (e}(10), a taxpayer is

related to a corporation if (A} the
relationship between such persons is
described in section 267(b}){1), or {B)
such persons are engaged in trades or
businesses under common control
{within the meaning of paragraphs (a)
and (b) of section 52).

(vi) Cross reference. See § 1.142-2T(h)
regarding certain limitations on changes
in taxable years that may apply, in some
circumstances, to transactions described
in this paragraph (e}(10}).

(11) Change in methods in accounting.
{i} In general. Taxpayers whe are
required to change their method of
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. accounting under-this séction may-
5 . -automatically change such method

s

- under the provisions of this paragraph

(e)(11). The Commissioiiet may require
such change in method of accounting
under this paragraph (€)(11) to be made”
in accordance with such additional

procedures as the.Commissioner may

prescribe, including the filing of an
application to effect such change, at - °
such time and in such a manner as the’
Commissioner may detérmine.

(ii) Only certain changes allowed.
This paragraph shall only apply to
changes in method of accounting. .

' required under this section. Taxpayers

desiring to change their method of
accounting, other than with respect to
changes in method of accounting
described in the preceding sentence,

-shall submit an application for change in

accounting method under the
administrative procedures applicable to
such taxpayers at such time, including
the applicable procedures regarding the

- time and place of filing the application

' for change in method of accounting.

(i) Definition of changes in method
required, For purposes of this paragraph
(e)(11). a change inmethodof

- accounting is required under this

paragraph (e)(ll] if such change is
necessary in order for the taxpayer to

.properly capitalize and allocate costs .
with respect to production and resale |
"activities in the manner prescribed in
_ this section. A change in method of

accountmg is nof required under this -

_paragraph (é) [11) if such change

primarily relates to factors other than
those described in the preceding
sentence. For example, a required
change in'method of accounting does

not include a change from one inventory-

valuation method to another mventory
valuation method, such as—

(A) A change from LIFO (or FIFO) to
FIFO {or LIFO};

(B} A change from an erroneous
application of the lower of cost or
market method to a correct methiod; or

(C) A change in accounting method for
an inventory of securities from market
vilue to cost,

_ of accounting does not include a change’

- within inventory valuation methods,

such as a change from-the “double- -

" . extension” method to the “link-chain

method”, or a change in the method -
used for determmmg the number of -
pools.

(iv) Noncompliance with this - -

"provision. Taxpayers who:are required

to change their method of accounting -
under this section and who'failto~ .- *

- comply with the requirements of this

paragraph (e)(11) shall be considered as

using-an improper method of accounting
under the Code Cf., section 446{(f).
(f) Cross reference. See §1.6001-1(a)

regarding the duty of taxpayers to keep

such records as are sufficient to..

* establish the amount of gross income.

deductrons. etc.

.. Par. 3. Section 1.174-2 is amended by
" adding a sentence to the end of

paragraph (8)(1) to read as follows:

. §1.174-2 Definition of research and -

experimental experiditures.

(a) In general * * *

(1) * * * See section 263A and the
regulatrons thereunder for cost
capitalization rules which apply to
expenditures paid or incurred for .
research in connection with literary, -
historical or similar projects involving
the production of property, including the
production of films, sound recordings,

video tapes, books, or similar properties.

* » * * *

Par. 4. Section 1.263(a)-1 is amended
by adding a sentence to the end of
paragraph (b} to read'as follows

§1.263{a)-1 Capital expenditures; In
general., .

* * * * *

{b) * * * Section 263A and the

" regulations thereunder for cost

capitalization rules which apply to
amounts referred to in paragraph (a) of
this section with respect to the

* * production of real and tangible personal
‘property (as defined in § 1.263A-1T

(a)(5)(iii}), including films, sound
recordings, video tapes, books. or
similar properties.

* * * N '0 -

Par. 5, Section 1.263{a}-2 is amended

‘by adding a sentence to the end of

paragraph (b} to read as follows:

§1.263(a)-2 Examplea of capttal
expenditures.

* LA * * *

(b} * * * See section 263A and the

- regulations thereunder for capitalization

rules which apply to amounts expended
in securing and producing a copyright

, : " -and plates in connection with the
: In addition, a reqmred change in method

production of property, including films,
sound recordings, video tapes, books, or

fsumlar properties.

* * W t"

' Par 6. Section 1.446-1 is amended by.

revising the last sentence in paragraph

- (a)(4){i) to read as follows:

o §1.446-1-- General rule for methods of
' .accoumlng.

(a) General mle. A
4 * . -

(1) roew (For rules relatmg fo
computation’of inventories, see section

- thereundef.)

) mtemompany transactions.

263A, 471, and 4?'2 and the regulations

* * * o"*‘

Par. 7. ‘Section 1.471-3 is amended by
revising the last sentence of paragraph
(c) to read as follows: o

. §1.471-3 lnventorles at co'st.,- ‘

* * * . * *v
fcy* “* See §1 263A-1T for more

specific rules regarding the treatment of -
production costs. . '

* ¥ - e T *

Par. 8. Section 1.471-5 is amended by
adding a sentence to the end of such
section to read as follows:

§1.471-5 lnventorles by dealers ln .
securities.
* * *See § 1.263A-1T for rules
regarding the treatment of costs with
respect to property acquired for resale.
Par, 9. Section 1.471-6 is amended by
adding a sentence to the end of
paragraph (f) to read as follows:

§ 1.471-6- Inventories of llvestock ralsers
and other farmers.

* * I T 4 *

{f1* * * See § 1.263A~1T for rules
regarding the computation of costs for
purposes of the unit hveatock-pnce
method.

* Tk TR . kK . T
Par. 10. Section 1.471-8 is amended by
adding a sentence to the concluding text

. of paragraph (a) to redd as follows:

§1.471-8 lnventorles of retail merchants. .

[8) *wow 0
e See § 1.263A-1T for rules ’
regarding the computation of costs with
respect to property acqurred for resale :
* * * ﬁ N *

Par. 11, Sectron 1 471+11 is amended
by adding a sentence to the end of
paragraph [a) to read as follows:

§ 1.471-11 _.Inventories of manutacturers. .

(a) Use of the full absorption methad
of inventory costing. * * * See* :
§ 1.263A-1T with respect to the
treatment of production costs with -
respect to taxable years begxnnmg after
December 31, 1986

. * * o

Par. 12. Section 1. 1502—13 is. amended

by revising the last sentence of

paragraph (c)(2) to read as follows: -
§ 1.1502-13 lntercompany transacttons.

* R *, -

(c) Deferml of gain or Ioss on deferrea'v .

LA A4

{2) Determindtion of amount of *;'
deferred gainorloss. * * *See

v__"
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§ 1.263A-1T, for costs properly
irclurible in cost of goods sold

* i - W *

. PART 60z-~C MB CONTROL NUMBERS :

UNDER THE PAPERWORK
REDUCTION ACT Co

Par. 13. The authorlt;l citation for Part
602 continues to read as follows: -

Authority: 26 US.C.7805. ° = -

§602.101 [Amended] ' -

Par. 14. Section 602.101(c} is amended
by inserting in the appropriate places in
the table “§ 1.263A-1T . . . 1545-0987",
“8§1.263A-1T . . . 1545-0987". = -

There is need for immediate guidance
with respect to the provisions contained
in this Treasury decision. For this
reason, it-is found impractical to issue
this Treasury decision with notice'and
public procedure under.subsection (b} of
section 553 of Title 5 of the United
States Code or subject to the effective:
date limitation of«subsectnon {d) of that
section.

Lawrence B, anbs,
Commissioner of Internal Revenue.

Approved March 20, 1987
J- Roger Mantz,'~
Assistant Secretary of the Treasury
{FR Doc. 87-6720 Filed 3-24-87; 3:17 pm] -
BILLING CODE 4830-01-M- .

26 CFR Part 5h
[T.D. 8124]

Certain Elections Under the Tax
Reform Act of 1986 Corrections

AGENCY: Internal Revenue Servnce,
Treasury.

ACTION: Corrections to temporary -
regulations. '

SUMMARY: This doci:m'ent ‘contains
corrections to Tr,easury Decision 8124,
which was published in the Federal
Register for Thursday, February 5, 1987 -

{52 FR 3623). T.D. 8124 issued temporary -

regulations relating to the time and -
manner of making certain elections

under the Tax Reform Act of 1986. The . '

rules also provided guidance to persons
making these elections.

FOR FURTHER INFORMATION CONTACT:
Joel 8. Rutstein, 202-566-3297 (not a toll-
free number).

SUPPLEMENTARY INFORMATION:

Background

" The temporary regulatlons that are the,_

subject of these correctlons relate to

certain elections under various sections

of the Internal Revenue Code of 1986
and.the Tax Reform Act of 1986 (the
Act). These rules were added to the
Temporary Regulatlone—Electlons -

ey gt

Under Various Pubhc Laws (26 CFR Part
5h).

Neod for Correcnons

\\., .

As published 'I‘reasui‘y‘Declslon 8124 )

contains three typographlcal errors and:
one error of omission within the table |
under regulations § 5h.5. The three .
typographical errors fall under the -
heading “Availability of Election” on
page 3625. The first error appears in
printed line 20, the second error in.
printed line 38, and the third error in-
printed line 43,

-The error of omission occurs under
the heading “Section of Act” on page

- 3626 and appears in-printed line 20.

Three additional typographical erfors
appear in the following locations: Page

" 3627, third column, first paragraph, lme

20; page 3627, third column, third
paragraph, line ane; and page 3629;
second column, fourth paragraph lme N
one. =

Corrections of Publicatxon

Accordmgly, the pubhcatxon of
Treasury Decision 8124, which was the
subject of FR Doc. 872218, is corrected
as follows: "

PART 5h—{CORRECTEDI

'$5h.5 [Corrected]

Paragraph 1. In the table, on page
3625, under the heading ““Availability of
Election”, printed line 20, the upper-case
letter “S” is removed from the word -
“Section” and the lower-case letter
is added in its place.

-Par. 2:In the table, on page 3625
under the heading “Availability of
Election” prmted line 39, the mlsspelled
word “occuring” is removed and the .
correct spellmg of the word * occumng
is added in its place:. - ;

Par. 3. In the table, on page 3625,
under the heading “Availability of
Election”, printed line 43, the word “the”
is added immediately followmg the
word “on”. '

Par. 4. In the table. on page 3628,
under the heading “Section of Act”,
printed line 20, the letter *1” is added
within the parenthesis immediately
following the act section number “1810".

Par. 5. In § 5h.5, paragraph (a) (3) (iv),

_ page 3627, third column, line 20, the

word “paragraph” is removed and the -

wOrd ‘paragraphs” is ‘added in its place.
Par. 6.In § 5h.5, paragraph (a} (3) (vi),

page 3627, third column, line one, the

_word “the” is added xmmedlately

following the word “making"”.
Par. 7. In § 5h.5, paragraph (e} (3), .

. page 3629, second-column, line one, the

word “Partnershlp" 18 removed and the

LN

. word “Part_nerslnps" is added in 1ts

place. .
Donald E. Osteen, )

Dzre, 'tor. Legislapon andﬁegulatmns };f';p Lo

D vzszon

. [FR Doc 87-6927 Fxled 3-27—87 8:45 am]
au.uua CODE 4830-01-M

T

.EQUAL EMPLOYMENT OPPORTUNITY
' OMM!SSION '

29 CFRPart 1613

Equal Employment Opportunity

. Commission in the Federal
. Government; Nomenclature Change‘

AGENCY: Equal Employment Opportumty

~ Commission (EEOC).

ACTION: Final rule.

' SUMMARY: The U.S. Equal Employme'xxl !

Opportunity Commission is changing the
organizational title of its Complaints

_Examiner to Administrative Judges. The

change.is being made to refléct more-

- accurately the nature of the position”

The authority and duties of these
posmons remain the same as mdlcated
in the current EEOC regulatxons F

EFFECTIVE DATE: March 30, 1987 .
FOR FURTHER INFORMATION CONTACT:

. -Nicholas M. Inzeo, Assistant Legal

Counsel, or James M. Lager, | Staff
Attorney, at (202] 634-6690. - -

. For the Commission, .

‘Clarence Thomas;’

Chairman.

, PART 1613—{AMENDED]

1 The authority citation. for Part 1613

- continues to read as follows:

Autbonty 5 U.5.C. secs. 1301, 3301, 3302, |
7151-7154, 7301, E.O. 10577, 3 CFR, 1954-—‘1958

Comp., p. '218; E.O. 11222, 3 CFR, 1964-—-‘1965

Comp., p. 306, E.O. 11478, 3 CFR, 1968 Comp 3

- p 133 unless otherwise noted.

. §1613.218 [Amended] .

2. Section 1613.218(a) is amended by
removing the words “a complaints
examiner” and inserting, in their place, .

-. the words “an Administrative Judge or

complaints examiner,” and by removjng*
the words “complaints examiner” and -
inserting, in their place, the words '
“Administrative Judge.”

§1613.220 [Amended] -~ ... i

3. Section 1613.220(c) is' amended by‘ .," ' S

removing the words *‘a complaints -

examiner” and inserting; in their place, ..’
the words “an Administrative Judge.”. " -
Lol e LIPS ::’:~,,‘;' foan dentu
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. §§1613.222, 1613.304, 16!3 608 and
1613.612 [Amended} .‘ ,
. ‘Sections 1613. 222 161.3 604(1)
1613 608({b){2), aiid’ 1613 612[b) are
amefided by removing the words
“complaints examiner's’ and inserting,
in their place, the words T
“*Administrative Judge’s.” .-

5. Elsewhere in 29 CFR Part 1613; the
Part is amended by removing the words
“complaints examiner” and “complaints
examiner's”, wherever they appear and
inserting in their place the words
*Administrative Judge” or
“Administrative Judge's”, respectively.
[FR Doc. 87-6953 Filed 3-27-87; 8 145 am]
BILLING CODE 6570-06-M

bEPARTMENT OF AGRICULTURE
Forest Service oo '

36 CFR Parts 214 and 215 ]
Ynuth Conservation Corps and Young

‘Adult Conservation Corps State Grant
Programs

AGENCY: Forest Servxce. USDA,
ACTION' Final rule.

SUMMARY: ‘As a result’of its continuing
review of existing regulations.as
required by E.O. 12291, the Department
of Agriculture hereby removes its
regulations at 36 CFR Part 214 and Part
215 governing State Grant Programs for
. the Youth Conservation Corps and

. Young Adult Conservation Corps.

. EFFECTIVE DATE: This rule is effectlve
March 30, 1987.

FOR FURTHER INFOHMATION,CONTACT:

L. Wayne Bell, Human Resource
Programs Staff, Forest Service, USDA,"
P.0O..Box 96090, Washmgton. DC 20013~
6090, [202} 535-0927,

SUPPLEMENTARY INFORMATION: The
State grant portion of the Youth
Conservation Corps program has not
received appropriated funds since fiscal
year 1881 and no funds are anticipated
for this program in the future, Therefore,
the regulations are obsolete and should
be removed. The enabling legislation for
the Young Adult Conservation Corps {29
U.5.C.-801 et. seq.) has expired.
Accordingly, the regulations at 36 CFR
Part 215 governing grants to States for
Young Adult Conservation Corps
pregrams are no longer viable and are -
being removed. :

This action results from prior
decisions of the Administration and the"
Congress, and does not represent any
discretionary dction on the part of the
Department ‘Therefore, this amendment
is deemed to be a technical .. . ..

adniinistrative action outslde the scope

of, and exempt from, the regulatory
clearance provisions of E.O. 12291,
Since the regulations are obsolete,:
there is good cause of promulgating this
rulemaking action: wzthout opportumty

- for public comment. ... . i .5

Therefore, for the reasons set forth
above, Title 36 of the Code of Federal -
Regulations is amended by removing
Parts 214 and 215 in their entirety. -

PART 214-[REMOVED] -
_PART 215-[REMOVED]

Dated: March 20, 1087.
Douglas W. MacCleery,

Deputy Assistant Secretary for Natural
Resources and Environment,

[FR Doc. 87-6931 Filed 3-27-87; 8:45 am]
BILLING CODE 10110 .

GENERAL sen\klcss.ii S
ADMINISTRATION -

41 CFR Parts 201-8, 201-11, 201-30,
and 201-34

[FlRMH Amdt. 9}

H

implementation of Federal lnformatlon

' Processing Standards {FIPS),; Federal

Telecommunications Standards (FED-

STDS), and Acquisition Policies inthe .

Federal Information Resources
Management Regulation (FIRMR)

AGENCY: Information Resources
Management Service, GSA.

ACTION: Final rule.

SUMMARY: This regulation updates and .
implements FIRMR provisions for
thirteen Federal Information Processing
Standards (FIPS) and.one Federal .
Telecommunications Standard (FED-.

-STD]) to provide associated standard.

terminology to be used in solicitation -
documents and requirements documents
as applicable. The general terminology
of FIPS PUBS 21, 68, 69, and 111 is
updated; FIPS PUBS 104-1, 109, 112
through 119, and FED-STD 1033 are
added; and, FIPS PUBS 46 and 81 are
relocated to a new section that reflects
the National Bureau of Standards’
categorization of ADP operations
standards. This regulation also ideniifies
the statutory authority citation required

“for the justification permitting other than

full and open competition for specific
make and model information resources
acquisitions, as required by FAR
Subpart 6.3, This regulation also reflects
the transfer of compiler validation
testing from the General Services
Administration to the National Bureau
of Standards. The intended effect of this.

. regulation is to enhance economy and -

efficiency in: the -acquisition of automatic
data processing and telecommumcations
resources (mformatmn resources)

:
I

-----

FOR FURTHER CNFORMATION CONTACT'
Phillip R. Patton, Regulations Branch-. -
(KMPR]}, Information Resources - .
Management Service, telephone (202)
566-0194 or FT'S, 566-0194.

'SUPPLEMENTARY INFORMATION: 1. Ten-

new sections, with the related text
material, are being added to FIRMR Part
201-8 in order to implement the
following new standards: FIPS PUBS
109, 112, 113, 114,115, 116, 117, 118, 119,
and FED-STD 1033, In addition, four .
sections are being revised in FIRMR Part
201-8 in order to update FIPS PUBS 21,
68, 69, and 111.

2. The changes bemg made to FIRMR

Part 201-8 by this issuance are

explained in the following paragraphs.

~-a. Section 201-8.101-1 is revised to
inform agencies of the existence of
Interim Federal Standards for optmnal
use.

b. Section 201—8 103-5 is added to .

. incorporate the definition of ADP :

Operations Standards.
c. Section 201-8.104 is revised to
inform agencies that under Pub. L. 94—

. 168, the Metric Conversion Act of 1975,

that the policy is to-coordinate and plan
for the increasing use of the metric .
system by expressing standards in both
inch and metric units.

d. Section 201-8.105-15 is revised by .
relocating coverage of FIPS PUB 46 to
section 201-8.111-1 and reserving this
section.

e. Section 201-8.105-24 is revised b_y
relocating coverage of FIPS PUB 81 to
section 201-8.111-2 and reservmg this -
section. . :

f. Section 201-8.105-37 is amended to
make minor changes to paragraphs {a),
(b}, and (d).

g. Section 201-8.105-38 is added to
incorporate FIPS PUB 114, 200 mm (8 in)
Flexible Disk Cartridge Track Format
Using Two-Frequency Recording at 6631
bprad on One Side—1.9 tpmm {48 tpi)

. for Information Interchange.

h. Section 201-8.105-39 is added to
incorporate FIPS PUB 115, 200 mm (8 in}
Flexible Disk Cartridge Track Format-
Modified Frequency Modulation -
Recording at 13262 bprad on Two

- Sides—1.9 tpmm (48 tpi) for Informatmn

Interchange. -

i. Section 201~8.105-40 is added to
incorporate FIPS PUB 116, 130 mm {5.25"
in) Flexible Disk Cartridge Track Format
Using Two-Frequency Recording at 3979
bprad on One Side—1.9 tpmm (48 tpx) .
for Information Intérchange.” - N
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j- Section 201-8.105-41 is added to
incorporate FIPS PUB 117, 130 mm {5.25
in) Flexible Disk Cartridge Track Format
Using Modified Frequency Modulation
Recording at 7958 bprad on Two Sides—
1.9 tpmm (48 tpi) for Information
Interchange.

k. Section 201-8.105-42 is added to
incorporate FIPS PUB 118, Flexible Disk
Cartridge Labelling and File Structure
for Information Interchange.

L. Section 201-8.107 is revised to
stipulate the provisions to follow for
high level languages, unless a waiver
has been approved, and to-provide a
NBS contact point for resolving

- questions on FIPS programming
languages and requxrements. .

m. Section 201-8.107~1 is. amended to
update the terminology and to change
the standards reference from FIPS PUB
21-1, Federal Standard COBOL to FIPS
PUB 21-2, COBOL.

n. Section 201-8.107-2 is amended to
change references to FIPS PUB 66-1 as
Federal Standard Minimal BASIC to
Minimal BASIC.

o. Section 201-8.107-3 is amended to
change references to FIPS PUB 69-1 as
Federal Standard FORTRAN to
FORTRAN.

p. Section 201-8. 107—4 is added to
incorporate FIPS PUB 109, Pascal.

g. Section 201-8.107-5 is added to
incorporate FIPS PUB,IIQ. Ada.

r. Section 201-8.108 is revised by
relocating coverage of “Development or

" acquisition of application programs” to -

section 201-8.108-1 and changed to
incorporate the caption and text that
was previously located in section 201-
8.111.

8. Section 201-8.108-1 is added to
incorporate the caption and text-that
was in section 201-8.108, :

t. Section 201-8.109 is amended to
change paragraphs (b}, (c), (d), (e), (g).
(h). (i), (j}, and (k) to update the
terminology with information on current
practices in compiler validation. The
section is also amended to reflect the
transfer of the compiler validation
. testing function from the Federal -
Software Testing Center of the General

Services Administration to the Institute -

of Computer Sciences and Technology
of the National Bureau of Standards.

u. Section 201-8.110-1 is revised to
add FIPS PUB 104-1, American National.
Standard Codes for the Representation

. of Names of Countries, Dependencies,
and Areas of Special Sovereignty for
Information lnterchange, to the list of
FIPS PUBS contained in this section,

" v. Section 201-8.111 is revised by
relocating coverage of “application -
standards,requirement statements” and.

.changed to incorporate a new category, -

of standards entitied “ADP operations
standards.”

w. Section 201-8.111-1 is added to
relocate {from § 201-8.105-15) with
minor modifications FIPS PUB 46, Data
Encryption Standard (DES).

x. Section 201-8.111-2 is added to
relocate (from § 201-8.105-24) FIPS PUB
81, Data Encryption Standard (DES)
Modes of Operations.

y. Section 201-8.111-3 is added to
incorporate FIPS PUB 112, Password
Usage.

z. Section 201-8.111-4 is added to
incorporate FIPS PUB 113, Ccmputer
Data Authentication,

.aa. Section 201-8.112-17.is added to
incorporate FED-STD 1033, .
Telecommunications: Data
Communication Systems and Services—
User-Oriented Performance Parameters.

3. Section 201~11.002-1, Use and
documentation of specific make and
model specifications, is amended by |
adding two sentences to paragraph (b).
FAR 6.303-2(a}(4) requires that agency
justifications for other than full and
open competition identify the statutory
authority permitting the action. The two
added sentences identify the statutory
authority for information resources
acquisitions.

4. A new § 201-30. 019 has been added
to Part 201-30 to reflect the transfer of
the complier validation testing function
from the Federal Software Testing
Center of the General Services
Administration to the Institute of
Computer Sciences and Technology of

the National Bureau of Standards.

Additionally, § 201~30.018-3 is thodified
by removing the text and reserving the .
section.

5. To further reflect the change in
compiler validation testing
responsibility, a new § 201-34.003,
Compiler validation testing, is being
added to Part 201-34 to include that
function as a supporting ADP activity.

6. A notice of proposed rulemaking for
this amendment was published in the
Federal Register (51 FR 23248, June 26, ~
1986) indicating the availability of the
proposed final rule for review and
comment by interested parties. All- -
comments received have been '
considered. :

. 7. The General Services - -
Administranon (GSA) has determmed .
that this rule is not a major rule for’
purposes of Executive Order 12291 of
February 17, 1881, GSA decisions are
based on adequate information

" concerning the need for and the

consequences of the rule. The rule is .
written to ensure maximum benefits to -
Federal agencies. Thisisa .. -, :
Governmentwide management : .
regulation that will have little or. np cost™ .

effect on society. Therefore, the rule will
not have a significant economic impact
on a substantial number of small entities
under the Regulatory Fléxibility Act {5
U.8.C. 601 et seq.).

List of Subjects in 41 CFR Parts 201-8,
201-11, 201-30, and 201-34

Computer technology,
Telecommunications, Information
resources activities, Standards for
infqrrnation resources, Government -

. procurement, Government property -

management. Competmon

PART 201-8-—IMPLEMENTAT!0N AND

USE OF FEDERAL STANDARDS

1. The table of contents for Part 201-8
is changed by amending, reserving or
adding the following entries and the
authority citation for the part la revnsed

. to read as follows:

Sec.
201-8.103-5 ADP operations standards.
201-8.105-15 {Reserved}
201-8.105-24 [Reserved]
201-8.105-38 FIPS PUB 114, 200 mm (8 m)
Flexible Disk Cartridge Track Format
Using Two-Freguency Recording at 6631
. bprad on One Side—~1.9 tpmm (48 tpi) for
Information Interchange.
201-8.105-39  FIPS PUB 115, 200 mm (8 in} -
Flexible Disk Cartridge Track Format
‘Modified Frequency Modulation
. Recording at 13262 bprad on Two
* Sides—1.9 tpmm (48 tpi) for lnformatlon
- Interchange.
201-8.105-40. FIPS PUB 116, 130 mm (5.25 m)
Flexible Disk Cartridge Track Format °
Using Two-Frequency Recording at 3979
bprad on One Side—1.9 tpmm (48 tpi) for
Information Interchange.
201-8.105-41 FIPS PUB 117, 130 mm (5.25 in])
Flexible Disk Cartridge Track Format
Using Modified Frequency Modulation
Recording at 7958 bprad on Two Sides—
1.9 tpmm (48 tpi) for Informatxon '
Interchange.
201-8.105-42 FIPS PUB 118, Flexible Disk
Cartridge Labelling and File Structure for
- Information Interchange.
201-8.107-1 FIPS PUB 21-2, COBOL. .
201-8.107-2 FIPS PUB 68~1, Minimal BASIC. -
201-8.107-3 FIPS PUB 69-1, FORTRAN. -
201-8.107-4 FIPS PUB 109, Pascal. -
201-8107-6 FIPS PUB 119, Ada. - -~
201-8.108 Applications standards
. requirement statements. . - . -
201-8.108-1 - Development or acqms:tlon of
application programs. . .
201-8.111 ADP operstions standards .
requirement statements.
201-8.111-1 ' FIPS PUB 48, Data Encrypnon N
Standard (DES)

" .201-8.111-2 FIPS PUB 81, Data Encryptmn '

Standard (DES) Mddes of Operations. ’
201-8.111-3 FIPS PUB 112, Pagsword Usage. ~ -
201-8 1114 FIPS PUB 113, Compu!er Data

Authentication
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Sec. .

201-8.112-17 FED-STD 1033,
Telecommunications: Data
Communication Systems and Services—
User-Oriented Performance Parameters.

Authority: Sec. 205(c), 63 Stat. 390; 40
U1.8.C. 486(c) and Sec. 101(f), 100 Stat. 2128; 40
U.S.C. 751(f].

2. Section 201-8.101-1 is revised to
read as follows:

§ 201-8.101-1 Implementation,

(a) Mandatory use of Federal
standards. Agencies shall implement
Federal standards for the acquisition
and use of automatic data processing
and telecommunications equipment,
services, and related software as
prescribed by this subpart.

(b) Optional use of interim standards.
Certain Federal standards are published
as "interim” {INT-FED-STD)}. Agencies
are not required, but are encouraged to
implement these standards for
acquisition and use in appropriate
situations. Standard terminology for

these interim standards is not provided.

Agencies shall develop requirements
statements for use in requirements
documents consistent with their
intended use of the interim standard.

3. Section 201-8.103-5 is added to read
as follows:

§ 201-8.103-5 .ADP operations standards.

“ADP operations standards” is that
category of standards which includes
areas of standardization such as
benchmarking, computer performance
management, computer security, and
management of multivendor ADP
systems,

4. Section 201-8.104 is amended by
adding paragraph {c) to read as follows:

§201-8.104 Application of standards to
requirements,

* * * * *

{c} Pub. L. 94-168 (Metric Conversion
Act of 1975) provided that the policy of
the United States shall be to coordinate
and plan for the increasing use of the
metric system of measurement.
Standard termmology for'standards’
tmplemented in this Subpart 201-8.1 is
expressed in both inch and metric units,
as applicable.

5. Section 201-8.105-15 is removed
and reserved to read as follows:

§201-8.105-15 [Reserved}

8. Section 201-8.105-24 is removed
and reserved to read as fpllows: ’

§ 201-8.105-24 [Reserved]

7. Section 201-8.105-37 is revised to
read as follows:

§ 201-8.105-37 FIPS PUB 111, Storage
Module Interfaces (With Extensions for
Enhanced Storage Module interfaces).

(a) FIPS PUB 111 defines the
mechanical, electrical, and functional
requirements for attaching disk drives to
their control unit. This resulting
interface will facilitate the
interconnection of disk drives and the
control unit, as part of a storage module
subsystem. It provides a common
interface specification for both

‘controller and disk subsystems that are

employed with small to medium sized
computer systems. These systems are
generally excluded from the provisions
of FIPS PUBS 60-2, 61-1, 83~1, and 87, Ifs
use is particularly encouraged with
small computer systems which are
excluded from having to conform to
those FIPS PUBS.

.(b) This standard adopts American

. National Standard X3.91M-1982, Storage

Module Interfaces, for the acquisition of
magnetic disk drives or magnetic disk
subsystems and may be used as an
alternative to FIPS PUBS 60-2, 61-1, and
either 63-1 or FIPS PUB 97 for those
instances when FIPS PUB 60-2 would

_ otherwise be applicable. When FIPS

PUB 111 is employed, FIPS PUB 60-2
need not be used. However, any waiver
of FIPS PUB 80-2 is also a waiver of
FIPS PUB 111. Waivers from this
standard are not required when FIPS
PUB 60-2 does not apply.

(c) While it is not economical or
practical to require extensive
verification of storage module drive
(SMD) products offered to the
Government, procuring agencies may, at
their option, require that correct
operation of all interfaces conforming to
FIPS PUB 111 be verified through
demonstration or other means
acceptable to the Government before
accepting the applicable equipment. In
special cases, NBS may assist agencies
in evaluating conformance to the SMD
interface. Arrangements for verification
assistance can be made by contacting
the Center for Computer Systems
Engineering, Institute for Computer-
Sciences and Technology, National
Bureau of Standards. Gaithersburg, MD
20899.

{d) The standard terminology for use
in requirements documents includmg
solicitations, is:

Storage Module Interfaces (With Extensions
for Enhanced Storage Module Interfaces)

(DEC 66 FIRMR)

Unless a waiver is granted following the
waiver procedures specified in FIPS PUB 111,
or unless this requirement requires
conformance with FIPS PUB 60-2, ADP
systems and disk storage subsystems that
may result from this requirement must -~
conform to FIPS PUB 111. At the option of the

Government, the correct operation of these
systems’ conforming interfaces must be
verified before the acceptance of all
applicable ADP equipment.

{End of requirement statement}

8. Section 201-8.105~38 is added to
read as follows:

§201-8.105-38 FIPS PUB 114, 200 mm (8
in) Flexible Disk Cartridge Track Format
Using Two-Frequency Recording at 6631
bprad on One Side—1.9 tpmm (48 tpl) for
Information Interchange.

(a) FIPS PUB 114 prescribes a set of
physical track format specifications for
single-sided, single-density, 200 mm (8
in) flexible disk cartridges with a data
density of 6631 bits per radian (bprad)
and 77 tracks at a track density of 1.9
tracks per millimeter (tpmm) (48 tracks
per inch (tpi)). The track format
specifications contained in this standard
are only for one type of flexible disk
cartridge recording technology. Other
FIPS PUBS specify physical track
formats for other major types of flexible
disk cartridge recording technology.

{b) FIPS PUB 118 specifies the
labelling and file structure specifications
for use with the flexible disk cartridge
covered by this standard and the
standard terminology for FIPS PUB 118
should also be included with the
standard terminology for FIPS PUB 114
to.aid in ensuring data file interchange.

(c) The standard terminology for'use
in requirements documents, including
solicitations, is:

200 mm (8 in) Flexible Disk Cartridge Track
Format Using Two-Frequency Recording at
6631 bprad on One Side~1.8 tpmm (48 tpi) for
Information Interchange

(DEC 88 FIRMR]

Al recording and reproducing equipment
employing 200 mm {8 in) flexible disk
cariridges with two-frequency recording at
6631 bprad on one side and 77 fracks at a
track density of 1.9 tpmm {48 tpi), including
associated software, shall provide the
capability to accept and generate recorded
flexible disk cartridges in comphance with
the requirements set forth in FIPS PUB 114.
{(End of requirement statement)

9. Section 201-8.105-39 is added to
read as follows:

§ 201-8.105-39 FIPS PUB 115,200 mm (8
in) Flexible Disk Cartridge Track Format
Using Modified Frequency Modulation
Recording at 13262 bprad on Two Sides—
1.9 tpmm (48 tpi) for information
interchange.

(a) FIPS PUB 115 prescribes a set of
physical track format specifications for
two-sided, double-density, 200 mm {8 in}
flexible disk cariridges with a data
density of 13262 bits per radian {bprad)
and 77 tracks at a track density of 1.9
tracks per millimeter (tpmm) (48 tracks
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per inch {tpi}). The track format
specifications contained in this standard
are only for one type of flexible disk
cariridge recording technology. Other
FIPS PUBS specify physical track
formats for other major types of flexible
disk cartridge recording technology.

{b) FIPS PUB 118 specifies the
labelling and file structure specifications
for use with the flexible disk cartridge .
covered by this standard and the
standard terminology for FIPS PUB 118
should also be included with the
standard terminology for FIPS PUB 115
to aid in ensuring data file interchange.

(c) The standard terminology for use
in requirements documents, including
solicitations, is:

260 mm (8 in) Flexible Disk Cartridge Track
Format Using Modified Frequency

Medulation Recording at 13262 bprad on Two

Sides—1.9 tpmm (48 tpi) for Information
Interchange
{DEC 86 FIRMR}

Al recording and reproducing equipment
employing 200 mm (8 in) flexible disk
cartridges with modified frequency
modulation recording at 13262 bprad on two

. sides and 77 tracks at a track density of 1.9
tpmm {48 tpi), including associated software,
shall provide-the capability to accept and
generale tecorded flexible disk cartridges in
compliance with the requirements set forth in
FIPS PUB 115.

(End of requirement statement)

10. Section 201-8.105~490 is added to
read as follows:

§ 201-8.105-40 FIPS PUB 116, 130 mm
{5.25 in) Flexible Disk Cartridge Track
Format Using Two-Frequency Recording at
3979 bprad on One Side—1.9 tpmm (48 tpl)
for information Interchange. -

{a) FIPS PUB 116 prescribes a set of
physical track format specifications for
single-sided, single-density, 130 mm
(5.25 in) flexible disk cartridges with a
data density of 3979 bits per radian
{bprad) and 35 tracks at a track density
of 1.8 tracks per millimeter {tpmm}) (48
tracks per inch (tpi}}). The track format
specifications contained in this standard
are only for one type of flexible disk
cartridge recording technology. Other
FIPS PUBS specify physical track
formats for other major types of flexible
disk cartridge recording technology.

(b) FIPS PUB 118 specifies the
labelling and file structure specifications
for use with the flexible disk cartridge
covered by this standard and the
standard terminology for FIPS PUB 118
should also be included with the
standard terminology for FIPS PUB 118
1o aid in ensuring data file interchange.

(c) The standard terminology for use
in requirements documents, including
solicitations, is: :

136 mm (5.25 in) Flexible Disk Cartridge
Track Format Using Two-Frequency
Recording at 3979 bprad on One Side—1.9
tpmm (48 tpi) for Information Interchange

(DEC 86 FIRMR)

All recording and reproducing equipment
employing 130 mm (5.25 in} flexible disk
cartridges with two-frequency recording at
3978 bprad on one side and 35 tracks at a
track density of 1.9 tpmm {48 tpi}, including
associated software, shall provide the
capability to accept and generate recorded
flexible disk cartridges in compliance with
the requirements set forth in FIPS PUB 116.
{End of requirement statement)

11. Section 201-8.105-41 is added to
read as follows:

§ 201-8.105-41 FIPS PUB 117, 130 mm
(5.25 in) Flexible Disk Cartridge Track
Format Using Modified Frequency
Modulation Recording at 7958 bprad on
Two Sides—1.9 tpmm (48 tpi) for
Informaticn Interchange.

{a) FIPS PUB 117 prescribes a set of
physical track format specifications for
two-sided, double-density, 130 mm (5.25
in} flexible disk cartridges with a data
density of 7958 bits per radian (bprad)
and 40 tracks at a track density of 1.9
tracks per millimeter {tpmm} (48 tracks
per inch {tpi}). The track format
specifications contained in this standard
are only for one type of flexible disk
cartridge recording technology. Other
FIPS PUBS specify physical track
formats for other major types of flexible
disk cartridge recording technology.’

(b) FIPS PUB 118 specifies the

~ labelling and file structure specifications

for use with the flexible disk cartridge
covered by this standard and the
standard terminology for FIPS PUB 118
should also be included with the
standard terminology for FIPS PUB 117
to aid in ensuring data file interchange.

{c) The standard terminology for use
in requirements documents, including
solicitations, is:

130 mm (5.25 in) Flexible Disk Cartridge
Track Format Using Modified Frequency
Modulation Recording at 7958 bprad on Two
Sides—1.9 tpmm (48 tpi) for Information
Interchange

{DEC 86 FIRMR}

All recording and reproducing equipment
employing 130 mm (5.25 in) flexible disk
cartridges with modified frequency
modulation recording at 7958 bprad on two
sides and 40 tracks at a track density of 1.9
tpmum (48 tpi), including associated software,
shall provide the capability to accept and
generate recorded flexible disk cartridges in
compliance with the requirements set forth in
FIPS PUB 117,

{End of requirement statement)

12. Section 201-8.105-42 is added to
read as follows: o .

§ 201-8.105~-42 FIPS PUB 118, Flexible
Disk Cartridge Labelling and File Structure
tor information interchange.

(s} FIPS PUB 118 prescribes a set of

. logical track format specifications for

use with those flexible disk cartridges
described in FIPS PUBS 114, 115, 116,
and 117. The standard terminology for
FIPS PUB 118 should be cited along with
the standard terminology for FIPS PUBS
114, 115, 116, and 117 as applicable to
aid in ensuring that interchange of data
files among information processing
systems is reliable. -

(b} The standard terminology for use
in requirements documents, including
solicitations, is:

Flexible Disk Cartridge Labelling and File
Structure for Information Interchange
(DEC 86 FIRMR)

All recording and reproducing equipment
and systems employing flexible disk

. cartridges described by FIPS PUBS 114, 115,

116, and 117, including associated software,
shall provide the capability to accept and
generate recorded flexible disk cartridges in
compliafice with the requirements set forth in
FIPS PUB 118. e

{End of requirement statement)

13. Section 201-8.107 is revised to read
as follows:

§ 201-8.107 Federal information
Processing Standards (FIPS) programming |
languages requirement statements.

{a) Whenever a Federal agency has a

" requirement for a programming language

for which a FIPS PUB has been issued,
the provisions of the related subsection
of this section shall apply unless a
waiver from the procurement of a
compiler for that language has been
approved by the agency head. In
addition, in the absence of a waiver,
agencies shall ascertain that the
compiler meets the requirements of the
applicable FIPS programming language
in accordance with FIRMR § 201-8.109.
(b) The National Bureau of Standards
provides instructions for obtaining
interpretations of FIPS programming
languages in each such FIPS.
Instructions in each FIPS should be
followed when an interpretation for that
FIPS is required. General questions

" concerning inferpretfations should be

addressed to:

Director. Institute for Computer Sciences and
Technology, National Bureau of Standards.
- Gaithersburg, Md. 208990099

14. Section 201-8.107-1 is revised to

read as follows:

§201-8.107-1 FIPS PUB 21-2, COBOL.

{a) FIPS PUB 21-2 specifies the use of
American National Standard =
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Programming Language COBOL. X3.23~
1985, as a FIPS.

{b} The standard terminology for use
in requirements documents, including
solicitations. is:

Acquisition of COBOL Language Compnlers
{DEC 86 FIRMR])

COBOL compilers offered as-a result of the
requirements of which this is a part shall
confarm to the requirements in COBOL (FIPS
PUB 21-2} and shall implément all of the

-language elements of the level of COBOL
specified elsewhere in this requirements .
document [insertreference| as well as any
additional ldnguage elements specified

elsewhere in this document [insert referencel. .

(Fnd of requirement statement}

15. Section 201-8.107-2 is revnsed to
~ read as I‘ollows' .

§201-8. 107-2 FIPS PUB 68-1, Minlmal
,BASIC. :

(a) FIPS PUB 68-1 specifies the use of
American National Standard Minimal
BASIC, X3.60-1978, as a FIPS. . '

(b} The standard termmology for use

- in requtremenis documents. mcludmg

solicitations..is:

Acquisition of BASIC l.anguago Compulers
(DEC 88 FIRMR) _ .

-BASIC compilers offeredb asa resuit of the

requirements of which this is a part shall
-implement Minimal BASIC (FIPS PUB 68-1),
as well ag any additional language elements
‘as specified elsewhere in this requirements
‘documient [insert reference here|.

{End of requtrement statement]

. 16. Section 201-8,107-3 is recaptioned

. and l_'evnsed to read as follows:

§201-8.107-3 FIPS PUB 69-1, FORTRAN, .

- {a) FIPS PUB 691 specifies the use of
American National Standard .
Programming Language FORTRAN,
X3.9-1978, as a FIPS.

. (b) The standard términoclogy for use
in requnrements documents; mcludlng
solicitations, is:.

" ‘Acquisition of FORTRAN Language
Compilers .

(DEC 86 FIRMR)

FOR’I‘RAN compilers offered asa resuh of
" the reqmrements of which this is a part shall
conform.to the requirements in FORTRAN
(FIPS P PUB 66-1) and shall miplemem all of
~ 'thelanguage elements of the level of -
FORTRAN spemfxed elsewhete in this
requirements document [insert refererice
here], and shalf require validationin  ~

accordance with FIRMR §201-8.109, as well -

.as any'additional language elements as

" ‘specified elsewhere in thzs documenl [maert .

reference here]
(End of reqmrement statement)

17 Section 20‘1-8 107—-4 is, added to
read as folows:.

§ 201-8.107-4 FIPS PUB 109, Pascal.

FIPS PUB 109 specifies the use of
American National Standard Pascal,

" ANSI/IEE770X3.97-1983, as a FIPS. The
_standard terminology for use in

requirements documents; including
solicitations, is:

Acquisition of Pascal Language Compxlers
(DEC 86 FIRMR)
‘Pascal compxlers offered as a result of the

“ requirements of which this is a part-shall
, mplement Pascal (FIPS PUB 109) and shall

require validation in accordance with FIRMR
§ 201-8.1089, as well as any additional
language elements as specified elsewhere in
this requirements document {insert reference
here].

" (End of requirements staterr'ient)

18. Section 201-8.107-5 is added to
read as follows:

§201-8.107-5 FIPSPUB 119, Ada.
FIPS PUB 119 specifies the use of

American National Standard Reference

Manual for the Ada Programming

Language. ANSI/MIL-STD-1815A-1983,

as a FIPS. The standard terminology for

" use in requirements documents,

including solicitations, is:
Acquisition of Ada Language Compxlers
(DEC 86 FIRMR)

Ada compilers offered as a result of the
requirements of which this is a part shall

. implement all of the language features of Ada

(FIPS PUB 119) and shall require validation in
accordance with FIRMR § 201-8.109.
(NOTE.—Ada is a registered trademark of

- the U.S. Government, Ada Joint Program

Office. All users of this standard are .
encouraged to contact the Ada Joint Program

Office, Department of Defense, OUSD (R&E] .

. Washington; DC 20301.) . -

.(End of requirements statement) ) ’
19. Section 201-8.108 1s revxsed to read -

as follows:

§ 201-8.108 Applications standards
requirement statements. .

This section 'provxdes' standard

_terminology for use in requxrements

documents, including solicitations, for

" FIPS'PUBS which have been.

implemented by GSA in the areas-of

. standardization listed in § 201-

8.103~3. '
20. Section 201-8.108-1 is added to
read as follows: '

§201-8.108-1 Deve!opmem or acqulsmon
of application programs., -

(a) Requirements docaments for the
development or acquisition of
application programs shall specify the
use of FIPS programming languages -
unless the agency detérmines under

‘procedures established by its Senior '

Official designated under the Paperwork

Reduction Act of 1980 (see 44 U.S.C. © .

3506(b)) that the purpose of economy:

and efficiency in the use of ADP will not
be served through the use of a FIPS.

(b} The standard terminology for use
in requirements documents, including
solicitations, when application programs
are to be developed or acquired using
FIPS programming languages is:
Development or Acquisition of Application
Programs

"(DEC 86 FIRMR)}-

* When computer application programs are
developed or acquired as a result of the
requirements of which this is a part, and one
of the FIPS programming languages is
specified elsewhere in this requirements
document [insert reference here], only the
language elements of that FIPS, as well as
any additional language elements as
specified elsewhere in this document {insert
reference] shall be used. In these cases,
compilers used in developing such programs

_shall be validated in accordance wnth FIRMR
- §201-8.109, -

(End of requirements statement)

- 21. Section 201-8.108 is revised to read -

as follows:- .

§201-8.109 Validation of compllers. '
(a) The party offering a compiler -

. asserted to conform to one of the FIPS.

languages shall be responsible for .
securing validation of the compiler when
it is offered.to the Government for
purchase, lease, or use in connection
with ADP services. The party offermg
application programs written in one of

the FIPS languages shall be responsible -

for securmg validation of the compiler
used in developing such programs when
the programs are offered to the
Government for purchase, Iease, or use

. in connection with ADP services,

{b) A compiler, which is offered or
used by vendors as a result of
requxreménts set forth by Federal
agencies in requirements documents,
including solicitations, shall meet the
language elements of the designated
FIPS PUB. To confirm that the
specifications of the designated FIPS
have been met, separate Compiler
Validation System (CVS) routines

(compiler test cases) for each FIPS -

language have been developed and
approved for use. A list of approved
CVS's is maintained by the Institute for
Compiter Sciences and Technology
(ICST) at the National Bureau of
Standards’ (NBS} located in Building -
225, Room A2686 at Galthersburg, MD:
(c} Federal agencies shall use the test
results from the CVS to confirm that the

. compiler meets the language -

specifications of that FIPS, When an”

" agency has indicated in'a requlrements

document that a waiver appliestoa "
FIPS language specification, only the
+ portions of the language that have’ been
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waived are excluded from the yalidation
requirements.

{d) The ICST will provxde for compller ‘

validations, as spec;ﬁed* ifi'the Compiler
Testing Procedures. Validations
normally shall be conducted annudlly
Extension of the effe(;txve datesof a
previous validation may be authorized
in place of a new validation (at the
discretion of the ICST) if no errors were
identified during the previous validation
and if no change has been made to the
compiler, its supporting system
software, or the CVS in the interim.

{e) The requestor is responsible for
providing the test [acilities necessary to
perform the validation. A validation test
using the appropriate CVS is conducted
and a Validation Summary Reportis
produced summarizing the test results. If
the validation results warrant, a
Certificate of Validation is issued by the
ICST.

(f) Validation is performed on a cost-
reimbursable basis. The ICST will send
the requestor an estimate of validation
cost that must be approved before
beginning the validation process.

{g) Unresolved questions andfor any
ambiguities resulting from the validation
process shall be referred to NBS for
resolution in accordance with FIPS PUB
29-1. Interpretation Procedures for
Federal Information Processing
Standard Languages.

{h) Requests for, and questions on,
validation services should be addressed
to:

Director, Institute for Computer Sciences and '

Technology, Attention: Validation Service,
National Bureau of Standards,
Gaithersburg, MD 20898, Telephone: (301)
975-3247 or I"I‘S 975-3247

(i) When an agency determines that
the nature of the requirement is such
that a compiler may be offered that has
not yet been validated, the requirement
statement in paragraph (j) of this section
shall be included in requirements
documents, including sclicitations. This
alternative allows a vendor to be
responsive to the document if a request
for validation of the offered compiler
has been made. However, if an agency
determines that it is essential for a
compiler to be validated before being
offered, such as a requirement for a
validated compiler for performance
evaluation or benchmarking, the
alternative requirement statement in
paragraph {k) of this section, shall be
included in the document. This latter
alternative may tend to restrict
competition. .

() The standard temxmology forusein
requirements documents, including
solicitations, when allowing delayed
validation is:

Delayed Validation of Compilers
(DEC 86 FIRMR},

In addition to the compiler requirements -
specified elsewhere in this requirements
document, all compilers for FIPS -
programming languages brought into the . .

- Federal inventory as a result of this

document and those compilers used by
vendors to develop programs or provide
services shall be tested using the official
Compiler Validation System {CVS]).
Validation shall be in accordance with
FIRMR § 201-8.109.

The results of the validation shall be used
to confirm that the compiler meets the
requirements of the applicable FIPS specified
elsewhere in this document. To'be considered
responsive, the-offeror shall:

[§3) Cerufy in the offer that all FIPS
programming language compilers offered in
response to this document have been
submitted for validation or have been
previously validated and listed in the latest
Institute for Computer Sciences and .
'I‘echnolbgy (ICST) Certified Compiler List as
set forth in § 201-8.109. Proof of current
validation will be provided in the form of a
Certificate of Validation from the ICST.
Unless specified elsewhere in the
requirements document, proof of submission
for validation will be in the form of a letter
from the ICST scheduling the validation.

(2) Agree to correct all deviations from the
applicable FIPS reflected in the Validation
Summary Report {VSR] not previously
covered by a waiver. All deviations must be
corrected within 12 months from the date of
contract award unless otherwise specified
elsewhere in this document. If an
interpretation of the FIPS is required that will
invoke the procedures set forth in FIPS PUB
29-1, such a request for interpretation shall
be made within 30 calendar days after -
contract award. Any corrections that are
required as a result of degisions made under
the procedures of FIPS PUB 29-1 shall be
completed within 12 months of the date of
formal notification to the contractor of the
approval of the interpretation. Proof of
correction in either case will be in the form of

a Certificate of Validation from the ICST for .

the corrected compiler. Failure to make
required corrections within the time limits set
forth above shall be deemed a failure to
deliver required software. The liquidated
damages as specified for failure to deliver the
operating system or other software shall
apply.

(End of requirement statement} -

(k) The standard terminology for use
in requirements documents, including
solicitations, when requiring prior
validation is:

Prior Validation of Compilers
{DEC 86 FIRMR)

In addition to the compiler requireménts
specified elséwhere in this requirements
document, all compilers for FIPS
programming languages brought into the
Federal inventory as a result of this
décument and those compilers used by
vendors. o develop programs or provide.. -
services shall have been tested using the

official Compiler Validation System {CVS).
Validation shall be in accordance wnth :
FIRMR § 201-8.108,

The results of the validation shall be used
to confirm that the compiler meets the

» . requirements of the applicable FIPS specified

elsewhere in this document. To be considered
responsive, the offeror shall:

{1} Certify in the offer that all FIPS
programming language compilers offered in
response to this document have been -
previously validated as set forthin § 201~ -
8.109 and listed in the latest Institute for
Computer Sciences and Technology {ICST)
Certified Compiler List. Proof of current
validation will be provided in the form of &
Certificate of Validation from the ICST.

(2) Agree to correct all deviations from the
applicable FIPS reflected in the Velidation
Summary Report {VSR) not previcusly
covered by a waiver. All deviations must be
corrected within 12 months from the date of
contract award unless otherwise specified
elsewhere in this document. If an
interpretation of the FIPS is required that will
invoke the procedures set forth in FIPS PUB
29-1, such a request for interpretation shall
be made within 30 calendar days after
contract award. Any corrections that are
required as a result of decisions made under
the procedures of FIPS PUB 29-1 shiall be
completed within 12 months of the date of
‘formal notification to the contractor of the
approval of the interpretation. Proof of
correction in either case will be in the form of
a Certificate of Validation from the 1CST for
the corrected compiler. Failure to make
required corrections within the time limits set
forth above shall be deemed a failure to
deliver reguired software. The liquidated
damages as specified for failure to deliver the
operating sysiem or other software shall
apply.

(End of requ:remem sza!ementj

(1) I the party offering the compiler is
an activity of the U.S. Government, the
Federal agency shall be responsible for
securing the validation of the compiler
in accordance with this § 261-8.109.

22. Section 201-8.110-1 is amended to
add FIPS PUB 1041 as follows!

§201-8.110-1 FIPS PUBS applicable to the
interchange of machine processable data
between and among agencies.

{a) LR N ]

{b) The standard terminology for use
in requirements documents, including
solicitations, is:

Interchange of Machine Processable Data

(DEC 86 FIRMR}

All application programs resulting from this
requirement that have been identified as
those that will be interchanged, or that will
record data that will be interchanged with
Federal agencies, State and lgcal
governments, industry, and the public must
implement the following applicable approved
Federal Infurmahon Processmg Standards
(FIPS):.

FIPS PUB 4, Calendar Date.



. 10092

Federal Regi‘ster'-/» Vol. 52, No. 60°/ Monday, March 30, 1987 / Rules and Regulations

. FIPS PUB 5-1, States: and Outlymg Areas of
the United States. i

"FIPS PUB 6-3, Counties and- County

Equivalents of the States of the United States
_ and the District of Columbia.

FIPS PUB 8-5, Metropolitan. Statwtxcal
Areas (Including CMSAs, PMSAs and
NECMAs]). g

FIPSPUB9, Congressnonal Districts of the

. United States.

FIPS PUB 10-3, Countnes, Dependencnes,
Areas of Special Sovereignty, and Their
_ Principal Administrative Divisions,

FIPS PUB 58, Representations of Local -
Time of the Day for Information Interchange.

FIPS PUB 69, Representations of Universal
Time, Local Time Differentials, and United -
States Time Zone References for Information
Interchange. -

FIPS PUB 66, Standard Industnal
Classification (SIC) Codes.

FIPS PUB 70-1, Representation of .
Geographic Point Locations for lnformatlon
Interchange. - ’

FIPS.PUB 85; Code for the Identification of

Federal and Federally-Ass:sted
Organizations. o
FIPS PUB 103, Codes for the Identlf‘ catlon
. of Hydrologic Units in the United States and
the Caribbean Outlying Areas.
FIPS PUB 104-1, Codes for the,
Representation of Names of Countries,
- Dependencies, end Areas of Special
-Sovereignty for Information lnterchange

(End of requiremeént statement] -

23. Section 201-8.111 is revnsed to read

as follows: .

§ 201-8.111 -ADP operauon atandards
requirement statements.
This section provndes requu*ement :
. statements for use in requirements
documents, including solicitations, for..
FIPS PUBS which have been
implemented by GSA in-the area'of .
standardization listed in. § 201-8. 103-5
24. Section 201-8. 111—1 1s added to
read as follows: -

§201-8.111-1 * FIPS PUB 46, Data
Encryption Standard (DES). .

{a) FIPS PUB 46 specxfies an algorxthm '

to be unplemented in computer or
related data communication devices
using hardware (not software)
technology. Thls standard shall be used
" by Federal agencies for the ,
cryptographic protection of computer
data when:
(1} A department or agency decides
that cryptographxc protectmn is
. required; and
(2) The data‘are not classified
according to the Natiohal Security Act
of 1947, as amended; or the Atomlc
"Energy Act of 1954, as amended. -
(b) Federal agencies using -
cryptographic devices for protecting
data clagsified accordmg to either the »
National Secunty ‘Act or the Atomic
Energy Act'may use theése devices for '
protecting. unclassrﬁed data in heu of
- the standard. - .

{c) Technical specifications afe
included with FIPS PUB 48.
{d).The standard terminology for use

. in requirements documents. mcludmg

sohcntatmns. is:

Data Eacryption
(DEC 86 FIRMR)

When an unclassified data encryptnon
requirement is specified elsewhere in this
requirement, such encryption will be
accomplished in accordance with FIPS PUB
46. Implementations of the standard
embodied in products or services offered as a
result of this requirement that'are asserted to
have an encryption capability in
conformance with FIPS PUB 46 must have the
capability validated by the National Bureau

. of Standards prior to being proposed.,

Arrangements for validation may be made
with the Systems Component Division,
National Bureau of Standards, Institute for
Computer Science and Technology.

~Gaithersburg, MD 20899-0999.-

(End of requirement statement)-

{e) FED-STD 1027, General Security
Requirements for Equipment Using the -

Data Encryption Standard (§ 201-8.112-

13), contains security requirements in
telecommunications equipment and
systems used by the U.S. Govetnment
wheh a need exists for eéncryption of
unclassified information during
transmission using the Data Encryption
Standard (DES) algorithm described in
FIPS PUB 48.

(f) The following documents provide
additional information in this regard:
FIPS PUB 31, Guidelines for ADP
Physical Security and Risk Management;.
FIPS PUB 39, Glossary. for Computer -
Systems Security; FIPS PUB 41,
Computer Security Guidelines for
Implementing the Privacy Act of 1974;

'FIPS PUB 65, Guidelines for ADP Risk

Analysis; FIPS PUB 73, Guidelines for

Security of Computer Applications; FIPS: .

PUB 74, Guidelines for Implementing
and Using the NBS Data Encryption
Standard; FIPS PUB 83, Guideline on

User Authentication Techniques for

Computer Network Access Control; FIPS
PUB 87, Guidelines for ADP Contingency
Planning; and FIPS PUB 102, Guideline
for Computer Security Cert:fxcatxon and
Accreditation. )

25. Section 201-8. 111—2 is added to :

" read as follows:

§201-8.111-2 FiPS PUB 81, Data
Encryption Standard (DES) Modes of

- Operations. -

(a) FIPS PUB 81 defines four modes of
- operation that shall be used with the -
" Data Encryption Standard (DES)

described in FIPS PUB 46. These modés

- specify how sensitive computer data

will be encrypted (cryptographically .
protected) and decrypted (returned to' -
ongmal form). This standard shall be

used by Federal agencies when:
acquiring equx'pment or services that
nmplement the DES in accordance wnh
- the provisions of § 201-8. 105-15(3)

{b}) FIPS PUB 81 specifies'the
recommended modes of operation for
the DES but does not contain

" requirements for their secure _

implementation in particular ™
applications, This standard anticipates

. the development of a set of application

standards to achieve this objective. -
{c) The standard terminology for use
in requirements documents, including’
solicitations, issued on or after the
effective date of FIPS PUB 81 is:

Modes of Operation—Data Encryption .
{APR 84 FIRMR) : )

Equipment and services offered as a result -
of this requirement that implement the Data
Encryption Standard (FIPS PUB 46) and that -
are intended for use in the cryptographic
protection of sensitive but unclassified
computer data, shall use one or more of the
modes of operation specified in FIPS PUB 81

—

[End of requirement statement)

28. Section 201-8.111-3 is added to
read as follows: :

§ 201-8.111-3 FIPS PUB 112, Password
Usage.

(a) FIPS PUB 112 specifies bas:c
criteria for two different uses of
passwords in an ADP system: personal
identity authentication and data access.
authorization. The standard does not
require the use of passwords in an ADP
system for either purpose, but -
establishes the criteria for the design,
lmpiementatmn. and use of a password
system in those systems where .
passwords are used. When passwords
are used, they should be used in
accordance with the standard.

(b) The agency’s designated security .
officer is responsible for the security of
a computer system, and shall specify
any additional security criteria for a
computer system over and above the
criteria in the standard. The security '
officer shall prepare a Password Usage
Compliance Document, as set forthin
FIPS PUB 112, for each system requiring
the use of a password system. The use
of cryptography to generate or transmit
passwords for access to, or
authentication of, classified information
requires prior review and approval of
the National Security Agency.

(c) The standard terminology for use
in requirements documents, including
solicitations, is:

Computer Systems Password Usage

- '(DEG 88 FIRMR)' RTINS

Ifa requxrement is set farth, elsewhere in
this requirements document for the use of

‘passwords to authenticate users of amADP . -
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system or to authorize access to datainthe . -

system, the systems, equipment, ‘andfor .
. services provnded to satisfy that requirement
must be in conformance with FIPS PUB 112.

(End of requirement statementls .

27. Section 2018 111—4 is added to
read as follows

" § 201-8.111-4 FIPS PUB 113 Computef
Data Authentication.

(a) FIPS PUB 113 specnfles aData .
Authentication Algorithm (DAA) which:
may be used to detect unauthorized
modifications of data both intentional
and accidental. The standard is based |
on the algorithm specified in FIPS PUB
46, (Data Encryption Standard) and is
compatible with both the Department of
the Treasury's Electronic Funds and
Security Transfer Policy and the ANSI
Standard for Financial Institution
Message Authentication,-ANSI X9.9-
1982.

(b} FIPS PUB 113 shall be used by
Federal organizations whenever a
determination is made that
cryptographic authentication is needed
for the detection of intentional
modifications of data, unless the data is
classified according to the National
Security Act of 1947, as amended, or the
Atomic Energy Act of 1954, as amended.
Equipment approved for the '
cryptographic authentication of =
classified data may be used in lieu of
equipment meeting this standard.
Approval of a waiver is not required in
this case; however, the authorizing
agency official shall determine that the

alternative cryptographic authentication -

system used for classified data and
being substituted for the provisions ¢f
FIPS PUB 113 performs at least as well
as those specified in this standard.

(c) The standard terminology for use
in requu'ements documents, including
solicitations, is:

Computer Data Authentication
(DEC 86 FIRMR)

If a requirement is set forth elsewhere in
this requirements document that
cryptographic authentication is required for
. the detection of unauthorized modification of
data and that data is not classified according
to the National Security Act of 1847, as
amended, or the Atomic Energy Act of 1954,
as amended, the systems, equipment, and/or
services provided (o satisfy this requirement
must be in compliance with FIPS PUB 113.

If, as the result of requirements set forth
elsewhere in this requirements document, a
separate capability is offered to provide

cryptographic authentication for the detection -

of unauthorized modification of data

classified according to the National Security

Act of 1947, as amended, or the Atomic
Energy Act of 1854, as amended, afid this
separate capability is also to be used for the -
detection of unauthorized modification of
unclassified data, the systems, equipment,

and/or services provided to satisfy, that -

requirement must perform as ~. ~
comprehensively as those apemﬁed m FIPS
PUB113.

(End of requirement statement)

28. Section 201-8.112-17 is added to
read as follows: -

§201-8.112-17 FED STD 1033,
.Telecommunications: Data Communication

Systems and Services—User-Oriented

- Performance Parameters.

(a) FED-STD 1033 adopts American -’
National Standard ANSI X3.102-1983

- that defines 21 data communication

performance parameters that are
applicable to all classes of data
communication systems independent of

topology, protocol, code, or other design. -

characteristics. The standard
establishes a uniform means of .
specifying, assessing and comparing the
performance of data communication
systems and services,

{b) FED STD 1033 shall be used by all
Federal departments-and agencies in
specifying the performance of data
communication systems and services as
perceived by end users. User
specifications may define values either
for all ANSI X3.102-1983 parameters or
for a subset determined by the user .- -
apphcatlon and the expected system or’
sérvice characteristics. Use of the .
standard in performance measurement
is not required in apphcatlons where the
expected cost of measuring the :
parameter values exceeds the expected

- benefits.

(c) The etandard termmology for use
in requirements documents. mcludmg
solicitations, is:

Applicability of FED-STD 1033
(DEC.86 FIRMR) .

Performance specnficatnons and equlpment.
systems, and services acquired to measure,
evaluate, or monitor systems performance-

. based on the parameters specified elsewhere .

in this requirements document [insert
reference here] shall comply with FED-STD
1033.

(End of requirement. statement)

PART 201-11—COMPETITION

1. The authority citation for the part is
revised to read as follows:'

Authority: Sec. 205 [c), 63 Stat. 390; 40°
U.5.C: 486(c) and Sec. 101(f}, 100 Stat. 2126; 40
U.S.C. 751(f).

2. Section 201~11.002-1 is amended by

_revising the introductory statement in
“paragraph (b} to read as follows:

§ 201-11.002-1° Use and documentation of

-specific. make and model specmcatlons

* * * * . *.

(b The use of a apeelﬂc make and ...

‘model specification-is ‘considered to be _

other than full and open’ competition

and must be certlfied justified, and

.+ approved in accordance with FAR 6.303.
- and 6,304, notwithstanding the existence

of more than one responsible source. .
The identification of the statutory . .
authority permitting other than'full and -
open competition is required to be

‘included in the justification (see FAR .

6.303-2(a)(4)). For these information
resources acquisitions, the statutory

. authority citation is: 40 U.S.C. 759(g) as
- amended by Pub. L. 99‘-’-500 K

* * * * *

[y

, PAHT 201-30-—MANAGEMENT OF ADP

RESOURCES

1. The table of contents of Part 201-30 .
is amended by reserving § 201-30.018-3,
adding an entry for § 201-30.019; and the.
authority citation for the part is revised
to read as follows:

Sec,
201-30.018-3 [Reserved]
201-30.019 Compiler validation testing.

Authority: Sec. 205(c}, 83 Stat. 390; 40
U.S.C. 488(c) and Sec. 101(f), 100 Stat. 2126; 40
U.S.C. 751(f).

2. Section _é01;30.018—3 is removed
and reserved to read as follows:
§ 201-30.018-3 [Reserved]

3. Section 201~30 0’19 is added as -
follows: - - .

§201-30.019 Compiler validation testing.”

The Institute for Computer Sciences
and Technology (ICST) of the National
Bureau of Standards validates compilers
which are acquired by the Federal
Government, utilized in the performance
of ADP services for the Federal
Government, or are used to develop

" computer programs for the Federal

Government, The validation tests
determine whether the compiler being
tested implements the elements of the
Federal processing standard language to
which the compiler relates (see § 201~ -
8.109). Agencies should contact the ICST )

. for further mformatnon. telephone (301)

975-3247 or FTS, 975-3247. Address:

- National Bureau of Standards, Institute
- for-Computer Sciences and Technology,

Software Standards Validation Group,-
Building 225, Room A268, Galthersburg.
MD 20899." '

PART 201-—34—1-ADP SUPPORTING

ACTIVITIES

1. The table of contents of Part 201-34
is amended by revising § 201-34.003;
and the authority citation for the part is

: revnsed to read as follows
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" §201-34.003 Complier validation testing.

Authority: Sec. 205 (c), 63 Stat. 390; 40
U.8.C. 486{c} and Sec. 101(f), 100 Stat 2’128 40
"U.S.C. 751(f).

2. Section 201-34.003 is revised as
follows:

§ 201-34.003 Compiler validation testing.

(a) The Institute for Computer
Sciences and Technology (ICST) of the
National Bureau of Standards validates
compilers which are acquired by the
Federal Government, utilized in the
performance of ADP services for the
Federal Government, or used to develop
computer programs for the Federal
‘Government,
- [b) On behalf of Federal agencies,

vendors, and the public, the ICST
publishes a quarterly Certified Compiler
List of those compilers that are currently
validated for Federal processing
standard languages. The latest list may
be obtained by contacting the ICST at
{(301) 9753247 or FTS, 975-3247.

(c) Section 201-8.109 provides
guidance relative to compiler validation
policies and procedures. Section 201-
30.019 reminds Federal ADP resource
managers of the need for compiler
validation.

Dated: March 9, 1987,
T.C. Golden,
Administrator of General Services.
[FR Doc. 87-6835 Filed 3-27-87; 8:45 am]
BILLING CODE 6820-25-M

DEPARTMENT OF HEALTH AND
HUMAN SERVICES o

Public Health Service
42 CFR Parts 121, 122, and 123

National Guidelines for Health
Planning; Health Systems Agencies,
State Health Planning and
Development Agencies

" AGENCY: Health Resources and Services
Administration, HHS.

ACTION: Final rule.

SUMMARY: This rule rescinds Parts 121,
122, and 123 of Title 42 Code of Federal
Regulations. These three Parts are
rendered obsolete by Pub. L. 99-660
which repeals Title XV of the Public

Health Service Act, effective January 1,

1987. Provisions of the Hollings
Amendment which govern the
expenditure of health planning
carryover funds will remain in effect
through Séptember 30, 1987, Section 701
(b} of Pub. L. 99-660 indicates
congressional intent that the “Hollings
Amendment” continue to have effect,

"~ notwithstanding the repeal of Title XV.

Grantees operating under the terms of

the “Hollings Amendment” will continue

to be governed by the regulations in

effect at the time the grants were

awarded.

EFFECTIVE DATE: Rescission is effective

on March 30, 1987,

ADDRESS: Bureau of Resources :

Development, 5600 Fishers Lane, Room
8A-52, Rockville, Maryland 20857,

FOR FURTHER INFORMATION CONTACT:

Dr. Roger McClung, (301) 443-4273.

List of Subjects in 42 CFR Parts 121, 122,
and 123
Health planning, Health care.
Accordingly, the Assistant Secretary
for Health of the Department of Health
and Human Services, with approval of

the Secretary, is rescinding 42 CFR Parts
121,122, and 123.

Dated: February 6, 1987.
Robert E. Windom,
Assistant Secretary for Health.

Approved: March 17, 1987,
Otis R. Bowen,
Secretary.

For the reasons set forth in the
preamble. 42 CFR Chapter I, Subchapter
K is revised as follows:

1. The heading of 42'CFR Subchapter
K is revised to read:

Subchapter K—Health Resources
Development

PART 121—{REMOVED]
2. Part 121 is removed. -

PART 122—[REMOVED]
3. Part 122 is removed.

PART 123—{REMOVED]

4. Part 123 is removed.
(Pub. L. 99-600, 100 Stat. 3354 et seq.)

[FR Doc. 87-6901 Filed 3-27-87; 8:45 am]
BILLING CODE 4160-165-M

FEDERAL EMERGENCY
MANAGEMENT AGENCY

44 CFR Part 64
[Docket No. FEMA 6747]

Suspension of Community Eligibility

AGENCY: Federal Emergency
Management Agency, FEMA.

ACTION: Final rule,

SUMMARY: This rule lists communities,
where the sale of flood insurance has
been authorized under the National .
Flood Insurance Program (NFIP}, that
are suspended on the effective dates

listed within this rule because of non-
compliance with the floodplain
management requlrements of the
program. If FEMA receives
documentation that the community has
adopted the réquired floodplain
management measures prior to the
effective suspension date given in this
rule, the suspension will be withdrawn
by publication in the Federal Register.

EFFECTIVE DATES: The third date
{“Susp.”) listed in the third column.

FOR FURTHER INFORMATION CONTACT:
Frank H. Thomas, Assistant
Administrator, Office of Loss Reduction,
Federal Insurance Administration, (202}
646-2717, Federal Center Plaza, 500 C
Street, Southwest, Room 4186,
Washington, DC 20472.

SUPPLEMENTARY INFORMATION: The
National Flood Insurance Program
(NFIP), enables property owners to
purchase flood insurance at rates made
reasonable through a Federal subsidy. In
return, communities agrée to adopt and
administer local floodplain management
measures aimed at protecting lives and
new construction from future flooding.
Section 1315 of the National Flood
Insurance Act of 1968, as amended {42
U.S.C. 4022}, prohibits flood insurance
coverage as authorized under the
National Flood Insurance Program (42
U.8.C. 4001-4128) unless an appropriate
public body shall have adopted
adequate floodplain management
measures with effective enforcement
measures. The communities listed in this
notice no longer meet that statutory
requirement for compliance with
program regulations (44 CFR Part 59

et seq.). Accordingly, the communities
will be suspended on the effective date
in the third column. As of that date,
flood insurance will no longer be
available in the community. However,
some of these communities may adopt
and submit the required documentation
of legally enforceable floodplain

- management measures after this rule is

published but prior to the actual
suspension date. These communities
will not be suspended and will continue
their eligibility for the sale of insurance.
A notice withdrawing the suspension of
the communities will be published in the
Federal Register. In the interim, if you
wish to determine if a particular
community was suspended on the
suspension date, contact the appropriate
FEMA Regional Office or the NFIP
servicing confractor.

In addition, the Federal Emergency

. Management Agency has identified the

special flood hazard areas-in these

. communities by publishing a Flood

Hazard Boundary Map. The date of the
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flood map, if one has been published, is
indicated in the fourth column of the
table. No direct Federal financial
assistance (except assistance pursuant
to the Disaster Relief Act of 1874 not in
connection with a flood) my legally be
provided for construction or acquisition
of buildings in the identified special
flood hazard area of communilies not
participating in the NFIP and identified
for more than a year, on the Federal
Emergency Management Agency's initial
flood insurance may of the community
as having flood-prone areas. (Section
202(a) of the Flood Disaster Protection
Act of 1973 {Pub. L. 83-234), as
amended). This prohibition against
certain types of Federal assistance
becomes effective for the communities
listed on the date shown in the last
column.

The Administrator finds that notice
and public procedure under 5 U.S.C.
553(b} are impracticable and

§64.6 List of eligible communities.

unnecessary because communities listed
in this final rule have been adequately
notified. Each community receives a 6-
month, 80-day, and 30-day notification
addressed to the Chief Executive Officer
that the community will be suspended
unless the required floodplain
management measures are met prior to
the effective suspension date. For the -
same reasons, this final rule may take
effect within less than 30 days.

Pursuant to the provision of 5 U.S.C.
605(b}, the Administrator, Federal
Insurance Administration, FEMA,
hereby certifies that this rule if
promulgated will not have a significant
economic impact on a substantial -
number of small entities. As stated in
Section 2 of the Flood Disaster
Protection Act of 1973, the establishment
of local floodplain management together
with the availability of flood insurance
decreases the economic impact of future
flood losses to both the particular

community and the nation as a whole,
This rule in and of itself does not have a
significant economic impact. Any
economic impact results from the
community’s decision not to (adopt)
(enforce) adequate floodplain
management, thus placing itself in
noncompliance,of the Federal standards
required for community participation. In
each entry, a complete chronology of
-effective dates appears for each listed
community. .

List of Subjects in 44 CFR Part 64
Flood insurance, Floodplains.
PART 64—[AMENDED]
1. The authority citation for Part 64
continues to read as follows:

Authority 42 U.S.C. 4001 el. seq.,
Reorganization Plan No. 3 of 1978, E.O. 12127,

2. Section 64.6 is amended by adding
in alphabetical sequence new entries to
the table.

Effective dates of authorization/cancellation of sale of flood donti
State and location No. ingwance in community - Special flood hazard areas identified Date
Region §
Vermont: Johnson, village of, Lamoille | 5002320 | June 10,